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THE INVESTMENT OF LIFES INSURANCE FUNDS 


Chapter I 


THE IMPORTANCE! AND SCOPE OF LIFE INSURANCE INVESTMENTS 


I. The Nature of Life Insurance 


In those old days when the spark of civilization 
had first instituted in men the elementary economic con- 
| cept of division of labor, when all business units were 
still conducted on a small scale, and when commerce and 
industry had not traversed beyond the more elenentary 
stages of development, there was no insurance problex 
for the business entrepreneurs to cope with. With the 
passage of time, the evolution of business assumed the 
tendeney of greater and greater complications until 
specialization and coordination become now the order of 
the day. Concomitant with this phenomenon is the in- 
ereasing predominance of risk. There are a hundred and 
one vicissitudes or hazards to which business enter- 
prises of today are exposed. The business or enterprise 
may be standing firmly on a solid roek and enjoying 
bright prospects for the future when the man upon whose 


energetic and capable pivotship the success and stability 


of the business depends is suddenly removed by untimely 
death. The prosperity of a family may at any time be 
impaired when Providence calls away its breadwinner 
overnignt. 


Insurance is incontrovertibly one of the most power- 
ful of all the many institutions that have been devised 
for the elimination or transference of risks. As Pro- 
fessor 8S. 5. Huebner terms it, it is that branch of 
economics which covers risk-bearing, The forms in which 
it appears are many and varied, but all aim to serve the 
same purpose, and are based upon the same fundamental 
principle,- that of indemnification of lost values, "Life 
insurance has for its purpose the financial indemnifica- 
tion of the loss of the life value either for the insured's 
dependents in the event of premature death, or for the 
insured himself and his dependents in the event of his 
reaching the age of retirement from active oe The 
essential idea of life insurance is cooperation in the 
bearing of losses which are likely to happen to any one 
of a large group of persons, but which are borne by a 
common fund created through the contributions of the many 


that are exposed to the same hazard, 


1 
5S. S. Huebner, "The Services of Insurance," in 
Journal of American Insurance, September 17 5.pp, 5 
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II. The Importance of Life Insurance 
Investments to the Insured 

Like the capital of other great financial insti- 
tutions of the modern business world, the funds or 
assets in the possession of life insurance companies 
run into millions and billions of dollars, This vast 
amount of wealth is not wholly kept in their safety 
vaults where it remains idle, but is invested in in- 
terest-bearing or profit-yielding securities or in other 


remunerative channels. 


fhe paramount importance of such investments to 
the policyholders becones clear when we analyze the 
comaranes: scutweet whereby the equity of the insured 
person is protected, The terms of the policy provides 
definitely that in consideration of a specified premium 
and the application, the company promises to pay the 
full face amount of the policy upon the happening of a 
certain event. This being true, it is incumbent upon 
the companies to maintain adequate reserves for the 
security of policyholders, As there are many different 
types of policy forms calling for as many different ways 

of adjusting the claims of the insured or his beneficiary, 

| the subject of reserve, which constitutes the main por- 


tion of investments, cannot be overestimated. 


In an ordinary sense, the reserve represents the 
advance premium collections from policyholders, or that 
portion of the assets held in trust by the company for 
its policyholders in order to meet the obligations as 
they mature. As the natural premium plan (in which 
premiums are increased year after year) has been abro- 
gated, and in its place is substituted the annual level 
premium plan (in which the amount of premiums remains 
eonstant throughout the entire premium-paying period), 
there is created a reserve fund in the early policy 
years when claim payments are low and insignificant, 
This fund in theory belongs to policyholders, inasmuch 
as it is available to sover the deficit in the later 
years because of high wortality costs as a result of 


increasing hazard attached to advancing ages. 


fhe reserve thus constitutes the sole reliance of 
the policyholders. The security of the insured in plac- 
ing insurance for providing against old age or for pro- 
tecting his dependents against the loss of earning 
eapacity occasioned through his untimely death depends 
largely upon the solvency of the company, which in turn 
falls back upon the adequacy of the reserve, and the 
efficicney with which it is maintained, controlled, 


and invested, Some states have seen fit to pass laws 


prescribing minimum reserve requirements with a view 
to enforcing and supervising the maintenance of adequate 
legal reserves for the protection of policyholders. 


Iii. The Importance of Life Insurance 
Investments to the Insurer 

fo the other prerty in the contract--the insurer 
itself, the importance of investments is none the less 
apparent. One of the peculiar features of the life 
insurance business is found in the extreme length of 
time during which a life insurance policy may last. 
Statistics have shown that the most popular types of 
contracts in force are twenty-year endowment and whole 
life policies, the latter, as the term implies, running 
for the whole of life, or, according to the American 
Experience Table, to age 96. Consequently the obliga- 
tion on the part of the company may extend over a long 
period of two or three scores of years. The funds which 
are left in its custody sust be so invested that it will 
be able to meet the claims of policyholders when the 
contract matures, or whenever the insured surrenders the 


policy for its cash vaiue. 


The life insurance contract is a unilateral eontract 


in the sense that the option of cancellation can be exer- 


cised only by the insured and not by the insurer. The 
company is ever confronted with the contingency of pay- 
ing the amount of the surrender value as stipulated in 
the policy contract, whenever the insured may elect to 
lapse the policy after it has been in foree for a cer- 
tain number of years. Failure to fulfill its obligation 
will jeopardize its credit position and its solvency. 

It 1s therefore clear that the importance of life insur- 
ance investments to the company itself cannot be ques- 


tioned, 


IV. The Importance of Life Insurance 
Investments to the Financial World 

The mamsoth investments of life insurance companies 
not only reflect their importance to the policyholders 
and the companies themselves, bat also bring out the 
significant role which they play in the financial whirl- 
pool of the business world. It is true that the primary 
function of life insurance is to afford protection to 
those who seek it, to hedge against the possible finan- 
cial losses due to premature death, and to provide against 
the contingency of old age, but there can be no denial 
.of the fact that the savings and investment feature of 


life insurance is present and predominant. For whoever 


can gainsay that an endowment policy or an ordinary life 
policy maturing, according to the American Experience 
fable of Mortality, as an endowment at age 96, does not 
contain an investment feature, in addition to its in- 
surance function? Directly or indirectly, life insur- 
ance companies perform a very distinct service in finan- 
cing the business enterprises of society, and in exerting 
a tremendous influence in the upbuilding of the indus- 


trial life of a nation. 


Directly, life insurance companies, as a recent 
writer on banking puts it, are intermediaries between 
the individual savers and the borrowing enterprises of 
soeliety. They act as "the mééium through which a vast 
aggregation of small sums has been devoted to the fur- 
therance on 4 large seale of the nation's leading busi- 
ness intaveute.* fo this extent they resemble the 
ordinary savings banks. As savings banks accumulate 
deposits from multitudes of depositors, so life insur- 
ance companies receive premiums from a large group of 
policyholders. As the funds of savings banks are not 
idle but are invested, so the funds of life insurance 


eoupanies are invested in interest or dividend bearing 


-, 
& 


S. S. Huebner, "Life Insurance," pp. 562. 


securities, Like the deposits of savings banks, the 
premiums of life insurance companies, representing the 
periodical contributions of a stream of policyholders, 
are thus transferred to the borrowers or corporations 
whose securities are purchased for the purpose of in- 


vestment,. 


Indirectly life insurance companies also assist in 
the raising of capital for the financing of multifarious 
projects, Through the agency of investment banking 
institutions, they, like savings banks and trust com- 
panies, furnish a large portion of fixed capital for 
business purposes. 


Aside from the more or less permanent channels of 
investments, that is, investment in fixed capital, such 
as bonds and real estate, life insurance companies play 
an important part in the extension of funds for temporary 
productive or consumptive purposes. Occasionally, out 
of their surplus funds they make short-term loans to 
business coneerns to bridge over short periods of current 
business needs, and not infrequently they grant policy 


loans to the policyholders whom they have insured. 


The importance of the investments of life insurance 


companies to the finensial world becomes apparent when 
we note the magnitude of these investments as compared 
with the total wealth of the country. The following 
table shows the nature and volume of the assets of 
thirty-eight life insurance companies reporting to the 


a 
Insurance Department of New York for the year 174: 


Real estate $146 ,003,654 
Bonds and mortgages 5,465,104, 354 
Stocks and bonds 3,063,644, 261 
Collateral loans 4,010,515 
Premium notes and loans 1,105, 104, 603 
Cash in office and in bank 719,150,540 


Deferred and unpaid premiums 162,772,624 
All other assets dst A 
Total admitted assets $9,008 ,062,231 


From the above table, it will be seen that the total 
admitted assets for the life insuranee companies report- 
ing to the Insurance Department of New York for the year 
1924 was in exeess of nine billion dollars, Although 
these figures refer to the status of only thirty-eight 
coupanies transacting business in the State of New York, 
they form the bulk of the total aggregate assets of all 
the companies in the country. This is due to the fact 
that most of the largest companics are found in that 
state. As to the aggregate figures, two hundred and 


ninety-seven life insurance companies, reported in the 


2 
The 1325 Insurance Year Book (Life Volume), 
PPe A-296 ° 
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1925 Insurance Year Book, possess total admitted assets 
4 
of $10,394,034,380 which are distributed as follows: 


Real estate owned $236,652,554 
Real estate mortgages 4,174,76%,771 
Bonds owned 4,049,231,785 
Stocks owned 48,644,006 
Collateral loans PH 16,095,039 
Premium notes and loans 1,325,404, 726 
Cash in office and banks 126,654,560 
Net deferred and unpaid pren. 221,089,074 
All other assets 1235.435,623 
fotal admitted assets §707394,034,300° 


It is estimated that this gigantic fund in possess- 
ion of the life insurance companies is increasing rapidly 
year by year. An examination of similar figures for the 
past ten years will reveal the fact that the annual in- 
erease has been over haif s billion Gollars., The figures 
for 1923, for instance, were 99,454,620,793, and for 
1922, $8,652,318,490¢. 


Furthermore, it should be noted that of the total 
admitted assets of life insurance companies about eighty 
per cent represents investments in real estate mortgages, 
government and corporate bonds, and stocks. When we 
wealize that stocks and bonds constitute over half of the 
nation's wealth, we cman readily appreciate the financial 


importance ot the investments of life insurance companies 


4 
Ibid, pp. 456. 


i 
4 

in the upbuilding of the industrial life of the nation, 
and in the furtherance on a large scale of the nation's 
leading business interests. The investments of several 
billion acliars in bonds and stocks are found to be fair- 
ly well distributed over the principal transportation 
and other corporate properties of the country and repre- 
sent a very substantial part of the total funds that 
have been necessary for their development. Real estate 
mortgages likewise represent investments in properties 
located in all parts of the country. Because of the 
facilities for obtaining such loans, real estate owners 
have been enabled to erect buildings or otherwise improve 
their properties. Indeed "not only heve large sums been 
furnished for the development of cities and towns, but 
for many years the companies have granted loans upon 
western and southern farming lands, thus enabling the 


purehase, stocking, and cultivation of large areas." 
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Chapter II 
THE SOURCES OF LIFE INSURANCE FUNDS 


Before discussing the investments of life insurance 
funds, it is necessary at the outset to examine the 
sources from which life insurance companies derive their 
large aggregations of funds. This consideration is an 
essential prerequisite, for there must be funds first 
before they can be invested, and the sources from which 
they come or the forms in which they appear must be known 
before we can comprehend the methods whereby they are 


invested. 


In sorting out the ttone which compose the sources 
of life insurance funds, it is necessary to fall back 
upon the financial statement or the balance sheet of 
life insurance companies, In analyzing it, it may be 
laid down that “every debit balance indicates either an 
item of disbursenents of an item of assets, while every 
credit balance indicates an item of income or an iten 
of Liebilities.”” Hemece on the credit side of the bal- 


ance sheet of life insurance companies, we find among 


S. H. Wolfe in his book, "The Examination of 
Insurance Companics," pp. 134, set down this proposi- 
tion as a general rule in the examination of insurance 
companies, 


i 
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other miscellaneous items the following distinct sources 
of income, namely: premiums from policyholders, capital 


stock (in case of stock companies), and surplus. 


I. Premiuns 


First in importance come$ premiums, because they 
form the bulk of funds available for investment. They 
are simply the sums charged policyholders for the in- 
surance, and represent a stipulated compensation to the 
insurance company furnishing the protection, Insurance 
m@y be viewed as a commodity which commands a price, 

The seller of the commodity is the insurance company and 
the buyer the polieshelder. Just as there must be full 
or partial payment for the completion of a sale, so there 
must be full or partial payment for the insurance before 
there is an executed contract of insurance. The pre- 
mium charged of the insured may be fully paid once for 
all in case the policy is issued on a single premium 
plen, or partially paid in advance where the level pre- 
mie basis is used, before there is affected a contract; 
for the terms of a life insurance policy expressly pro- 
vide: that the premium constitutes a part of the consi- 
deration which is one of the essential requisites for 


the formation of a sound legal contract. 


14 


The premiums of a life insurance company appear in 
one of two ways: (i) premiums from insurance policies, 
and (2) premiums from annuity contracts, The first form 
represents the cost of insurance agiinst death; and the 
second, the cost of protection against survival. In 
the first case, the hazard or risk insurea against is 
the contingency that the insured may die within a de- 
signated pericd; whereas in the second case, the hazard 
is the contingency that the annuitant may live too long 
and outlive his limited amount of income. ‘The nature 
of the hazard in both instances is different, but the 
protection furnished is in principle the same, and the 
company is justified in collecting its due share of 


compensation for its service, 


| fhe manner of paying premiums likewise assumes many 
forms. Frincipally they may be paid by a single cash 
sum or by periodic installments, usually annually, and 
sometimes semi-annually, quarterly, monthly, or even 
weekly. Whatever plan it may be, it is assumed that 
" (i) premiums will be paid in advance; and (¢) matured 
chaims will be paid at the end of the policy year in 
which the policy Be It is apparent that the 


6 
S. S. Huebner, "Life Insurance," pp. i155. 
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company has in possession of the money for some length 
of time before it is called upon to pay for claims as 
they mature. The amount of money held by the company, 
although insignificant from the viewpoint of the small 
contributions of each individual policyholder, will 
ageregate enormous figures when we view the entire 

group of policyholders as a whole and when the period of 
observation lasts for many years. Evidently the pre- 
miums of the many policyholders constitute a substan- 
tial source of the funds which run into investment 


channels. 


The significance of premiums as a source of income 
is brought to the fore when we realize that they cons- 
titute about 80 per cent of the total income, other 
then the capital stock, of life insurance companies, 

The combined policy account of two hundred and ninety- 
seven conpanies shows for the year i724 an aggregate 
insurance in foree of more than sixty billions of dollars 
which include both new business written and old policies 
in force. The following table will give an idea of the 
importance of the different types of policies, and con- 
firm the statement made in the preceding chapter tiat 


whole lite and endowment policies are the most popular 


types of contracts in force, 
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New business written and paid for $13,162,445,552 


Whole life policies in force 41,903,997,072 
Endowment policies in force 12,639,740,6019 
All other policies in force 9,256, 002,661 
fotal insurance in force 63,779,740,552 


The total insurance in force is apportioned among 


the following kinds of policies: 


Humber 


Ordinary policies 22,082,377 $49 ,241,424,055 
Industrial policies 68,247,642 11,343,740, 085 


Group policies 
Total 


SMTP LOSTE 


From both the new business written and the exist- 


ing insurance in force, these same companies reported 


@ total — income of $§2,122,3635,453, apportioned 


as follows: 


New premiums $313 ,03535,507 
Renewal premiums 1y753,5 558,714 
Received for annuities 


Total premium income TE PEELE SEE 


Ii. VYapital Stock 


Another source of life insurance funds which is 


characteristic of stock companies is found in their 


7,8 


The 1925 Insurance Year Book (Life Volume), 
Pe 456 . 
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possession of huge amounts of capital stock. Although 
this item affords no comparison with the periodicity 
and frequency of premiums, it is nevertheless one of 


the sources of funds available for investment. 


One of the strongest claims for superiority by the 
stock companies lies in their great financial strength 
based upon the existence of such capital stock. From 
an accounting viewpoint, all the capital stoek which 
has been issued and subscribed by the etoskhelders is 
a liability of the insurance company. in ahother aspect, 
it may be viewed as a source of income to the company 
itself. It is available for policyholders as an element 
of financial strength. It is intended to serve as an 
additional investment for the protection of the claims 


of the policyholders, 


In fact, various statates have prescribed differ- 
ent amounts of capital stock for life insurance con- 
penies which are to be organized on a non-participating 
basis. The Insurance Law o? New ree for instance, 
provides a sinimun capital stock of one hundred thou- 
sand dollars to be fully paid in before a life insur- 


ance corporation is authorized to transact business. 


is 

7 

Amasa J. Parker, Jr., “Insurance Law of New York," 
Article I, Section ic. 
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For every kind of insurance business, more than one, 
which it is authorized to transact, an additional capital 
stock of fifty thousand dollars is further demanded. 
pentdens @ surplus equal to fifty per cent of the capital 
stock is also required of the corporation at the time of 
its organization. 


The use of the capital stock has been subject to 
eareful regulation, As one consulting actuary remarked, 
life insurance companies are not permitted to use any 
of their capital stock for the purpose of establishing 
their business, that is, for the defrayment of the pre- 
liminary expenses of the organization, the establish- 
ment of agencies and the purchases of supplies, Ob- 
viously the logical consequence would be to treat the 
capital stock as a source of financial strength to the 
policyholders, The investment of the capital stock is 
therefore hedged around With greater restrictions than 
those which apply ordinarily to surplus funds of the 
company. 


The possibility of regarding the capital stock as 
a source of funds which may be invested by life insur- 
ance companies is clearly indicated in the statutory 
regulation governing the investment of the capital stock. 


at ee 
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Indeed, many of the provisions relating to this phase 
of the subject are preceded by a statement like the 
following; "The cash capital of every domestic insurance 
corporation required to have capital, to the extent of 
the minimum capital required by law, shall be invested 


and kept invested in....." 


The capital stock of the large life insurance com- 
panies represent a significant percentage of their total 
liabilities. Referring again to the two hundred and 
ninety-seven companies reported in the Insurance Year 
Book, we find an aggregate capital stock of $75,351,749. 
This sum, together with the surplus, or the amount left 
after the deduction of real liabilities from the assets, 
constitutes the surplus to policyholders. Inasmuch as 
this item reaches as high as a haif-billion dollars, as 
tmue of the companies referred to, it can be readily 
inferred that a fairly good portion of the investment 


return of many companies must have come from this source, 


III. Surplus 


fhe third source of funds owned by life insurance 
companies may be discussed under the name of surplus, 


It is "that sum which the company has on hand after 


1 laps eat 
; a IM é 


deducting the reserve value of its policies and after : 
paying its current expenses and annual death nokia 
In an analysis of the consolidated statement of a 
life insurance company we find that surplus is one of 
the items of liability. On the liability side of the 
statement, we shall find, among other items, the legal 
reserve which the company has set up to mect its current 
obligations. This legal reserve is the mean or midyear 
feserve, Under that the company may have a special dis- 
ability reserve, if it gives disability benefits to its 
policyholders, or a double indemnity reserve, if it 
writes double indemnity insurance. Besides the reserve, 
the company may be required to hold funds to meet all 
the claims contested and ail those that have been pre- 
sentec but not paid, Furthermore, there are current 
expenses which must be met, such es taxes, printing bills, 
attorneys' fees, which have been due and not yet paid. 
All of these may be designated as real Lachesdeden. <- 
Any excess funds left over after setting up the legal 
reserve liability and after providing for mortality cost 


and expenses will be dealt with as a surplus, 


16 

S. S. Huebner, “Life Insurance," pp. 25/7 
11 

C. K. Knight, Lecture Notes on Surplus 
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This surplus, aithough often tidiis appearing as 
a eingle item on the balance sheet of life insurance 
companies, consists in reality many forms into which 
it is split. As Professor C. K. Knight explained, 
agide from the surplus proper, the following items may 
go under the name of neck 

(1) Anmual dividend apportioned, The surplus, like 
the capital stock, is available to policyholders as an 
element of strength. Where the policies are partici- 
pating, the policyholders are privileged to receive a 
part of the surplus earnings of the company in which 
they are insured. The annual dividend apportioned is 
Simply "the sum set aside annually for the payment of 
dividends when due." It is called a surplus, because, 
according to our definition, it is the sum left over 
after the provision for the legal reserve and the gay- 
ment of death claims and expenses. Whenever the mor- 
tality claims increase, the company may reduce, or even 
stop, the payment of dividends, thereby decreasing the 
surplus by that amount. 


(2) Deferred dividend apportioned. Like the annual 
dividend apportioned, the deferred dividend apportioned 


ie 
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is also regarded as a surplus, on the same line of rea- 
soning. It cannot be treated as a real liability for 
the reason that its payment may not necessarily be made. 
The company is not bound to make good the dividend. 


(3) Special mortality fluctuation reserve. Despite 
its more or less constant regularity, the rate of mor- 
tality may at times be subject to wide fluctuations. 
fhe occurence of an epidemic, for instance, will most 
assuredly increase the mortality rate. To provide against 
such eontingencies, it behooves the company to set aside 


a fund which will take care of mortality fluctuations, 


(4) Special security value fluctuation reserve. 
Anslogous to the special mortality fluctuation reserve 
in principle, the special security value fluctuation 
reserve has reference to that sum of money which is set 
aside to meet the fluctuations in the value of securi- 


ties in whééh the company has invested its funds. 


In view of the availability of the surplus as a 
source of life insurance funds, and in the light of the 
various forms in which it may be split, the sources from 


which the surplus is derived are not difficult to see. 


The first possible source is found in savings from 


a3 


mortality, We are conversant with the fact that one of 
the factors upon which the calculation of premiums is 
pased is a mortality tabie, and that the use of the table 
is based upon the assumption that during a year a certain 
number of insured lives will die, If in the particular 
company the producers or the agents have been prudent 

in the selection of policyholders and the medical exam- 
iners have been careful in the approval of applications 
for insurance, the company may be eble to experience a 
lower rate of mortality than thut assumed by the table. 
As a consequence, the company may reap a profit due to 
mortality salvage. The rate of mortality may fluctuate 
from year to year, but if the company continues in ex- 
periencing a relatively lower degree of mortality, it 
will be able to accumulate a fairly good surplus which 
may be laid aside for investment purposes. 


Next to savings in mortality is savings in loading. 
The premium, or the gross or office premium, paid by the 
insured consists of two parts: the mathematical net pre- 
mium, which is designed to pay for current mortality 
cost and to provide for the accumulation of the reserve 
for the payment of matured chaims; and the loading, which 
covers the expenses and contingencies of the company 


other than mortality cost and investment expenses. If, 
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therefore, & company has been sc successful in edminis- 
peutun Ste affairs that it is able to effect a saving 

in the expense loading, it is clear that such @ saving 
constitutes a source of profit which may be eredited to 
the item of surplus. This salvage from loading may be 
used to pay dividends or included in the surplus account 


to be invested, 


The third source of surplus arises from gains from 
investment earnings, or excessive interest earnings. 
In the calculation of premiums, one of the essential 
facts necessary is the factor of interest. As a cer- 
tain mortality table is used for the purpose of ascer- 
taining the rate of mortality at each insuring age, 50 
a certain rate of interest,such as three per cent or 
three and one-half per cent, for participating premiums, 
is assumed for the purpose of setting the minimum limit 
which the company can realize on the funds in its pos- 
session, If the premium receipts and the reserve funds 
of the company are invested in such a manner as to earn 
a net rate of interest in excess of the rate assumed in 
the premium computation, the excess over that rate is a 
source of profit. The net rate refers to the rate ac- 
tually earned, making proper allowance for investment 


expenses, 
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Next to the premium income, dividends and interest 
earniness represent & very substantial form of income of 
life insurance companies, For the year i9c4 the total 
amount for 297 eompanics reached as high as $476,559,949. 
All the different kinds of surplus are not kept in the 
idle vaulte of the companies, but are invested in the 


vueual manner, 


IV. Miscellaneous Funds 


Aside from the main sources of life insurance funds, 
nanely, premium income, capital stock, and surplus, there 
may be mentioned the receipts from rents, which represent 
$21,434, 264 fow the same number of companies under con-— 
sideration, There are other unusual items of income 
which may be found from time to time in & company's 
statement, and which, for the sake of convenience, may 
be grouped under the category of sundry items. Bor 
instance, if a company has, for some reason or cther, 
considered an item as valueless, and marked it off in 
the profit and loss account, and later recovered the 
loss in part or in full, the amount so recovered will 
be treated as,item of income, Again, if any of the 
invested assets have been sold or have matured, and have 


resulted in a profit, such profit will be likewise con- 
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sidered as a source of income. In both of these cases, 
the funds received should appear in the income portion 
of the statements of the companies, and may constitute 
@ source of funds available for investment. The com- 
bined figure for the 297 companies show an amount of 


$82,412,377 for all the miscellaneous receipts. 


fo recapitulate, the funds in the possession of 
life insurance companies are indeed enormous. The total 
income for the 297 companies reported in the Insurance 
Year Book amounted to $2,702,770,023 for the year 1924. 
This represents only income from premiums, interest, 
dividend, rental, and other receipts for the current year. 
When we take into account of the capital stock of about 
one billion dollars and the accumulated reserve of several 
billion dollars more, we shall appreciate the gigantic 


size of the investments of life insurance companies. 


Chapter III 


PRINCIPLSS GOVERNING THE INVESTMENT 
OF LIFE INSURANCE FUNDS 


We have seen thus far the sources from which life 
insurance companies derive their funds, and the impor- 
tance of their investment to the policyholders, the 
companies, and the economic organization of society at 
large. As one writer visualizes it, “the financial 
administration of a life insurance company is governed 
by the conception of a trust which regards with equal 
solicitude the interests of the existing policyholders 
and those of the public who may hereafter participate 
in ite benefits and chiens” 

fo find proper channels for the funds which have 
passed into their hands is a serious problem for the 
executives. The mammoth size of assets which are found 
in the life insurance business demands skill and capa- 
bility of high calibre in handling them. An executive, 
if he would deal with entire justice to every interest 
concerned, needs the wisdom of a sage. Not only must he 
be conversant with the internal conditions of his parti- 
cular business, such as the nature of the risks assumed, 


13 
@. E. Young, "Insurance," pp. 240, 


Cee 
a. ioe “ 
‘ cos 


28 


the production of new business, the system of rating, 
and the adjustment of clains, but also he shoudd ob- 
serve the trend of the business as a whole and the ex- 
ternal influences which affect his business, such as 
statutory regulations, the stability of the security 
market, and the cyclical and seasonal fluctuations of 
general market conditions, because all of these factors 
exert a powerful influence in the investment policy of 
the company, as well as the volume of new business. In 
short, capacity in finance and economy of management 


of the funds is the heart and core of success, 


There can be no hard and fast rules which can be 
set down in black and white for the strict gbservance 
of life insurance companies. The best we can do is 
to present some of the fundamental principles under- 
lying the investment of life insurance funds, a cog- 
nizance of which is undoubtedly of supreme importance 
that cannot be overestimated, Briefly stated, the 
primary principles on which life insurance investments 


14 
should be based comprise the following essential ideas, 


14 
The discussion of the principles governing the 
investwent of life insurance companies is largely based 
upon the following sources: T. E. Young, "Insurance," 
+ & 242-245; S. S. Huebner, "Life Insurance," pp. 556- 
360. 
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I. Absolute Safety 


In the first place, the funds should be invested 
in such & manner as to insured absolute safety; that is, 
permanent integrity of capital with the occurence of 
the least violent and frequent fluctuations of value. 
By absolute safety we do not mean that each separate 
loan will certainly be repaid, but that the funds as a 
whole will be safe, as will be the case when investment 
gains off-set losses by @ wide margin. The solvency of 
a company re gauged by the adequacy of the total admit- 
ted assets to offset the total liabilities, or more 
specifically, the sufficthency of the assets to meet real 
liabilities, Its reserve is regaried as an indication 
of the solvent condition, When it is impsired, the 
solvency of the company is jeopardized to that extent. 
Likewise, the capital and surplus constitute the surplus 
to the policyholders, When they are mismanaged, the 
financial strength to the policyholders is shaken. The 
company must invest the reserve accumulated under the 
different policies and the capital and surplus in such a 
way that the safety of the investment will be absolutely 


gueranteed, 


This requisite is not only important to the solvency 
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of the company but also to the security of the policy- 
holders. Onee they have secured a policy in a bona fide 
way, and as long as they pay their premiums regularly, 
they can lay claims upon the insurance company whenever 
their policies mature according to the terms of the con- 
tract. The equity of their claims depénds upon the sol- 
vency of the company, which in turn is dependent upon 
the security of the capital that has been invested, 


Ii, Maximum Return 


Secondly, and subordinate to the first principle, 
the funds should be invested in securities which will 
bring in the maximum remuneretive return. The execu- 
tives, to whom the task of placing the investment of 
funds is delegated, should elect those securities which 
will not only yield a return equivalent to at least the 
rate assumed in the computation of premiums, which, in 
the case of participating policies, is fixed at 3% or 
32%, but also earn as high a rate of interest as possible. 
From the company's viewpoint, larger interest earnings 
will mean greater profit. The policyholders may like- 
wise be benefited, as their cost of insurance may be 
reduced, and the dividends declared to the participating 
policyholders enlarged. 
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in an effort to secure remunecrative investments, 
however, the management should by no means submerge the 
principle of absolute safety. The attainment of the 
golden mean calis for the highest type of judgment and 
discretion on the part of those upon whom the work of 
naking investments is devolved, 


III. Long Term Investments 


Thirdly, a large portion of the funds should be 
invested in long term sesuritics. The advantages result~ 
ing from such a course of procedure are: (1) &@ lower 
investment expense in order to maintain the investments, 
because of the reduced anpozt of turnover; and (2) a 
greater yield on account of the superior rate of interest 
that can be realized on long term investments. This 
principle accounts for the large volume of bond and mort- 
gage loans shown in the previous tabics. With the except- 
ion of unusual losses, there needs be no apprehension of 
any possibility of danger in mecting the obligations of 
the company. 


IV. Short Term Investments 


Fourthly, a fair proportion of the funds should be 


invested in short term securities which can be easily 


converted into cash upon short or immediate notice. 

The growing practice of paying cash surrender values 

and of making policy loans to policyholders has given 
ius to @ new reserve problem. It is not an uncommon 
practice for a policyholder, on account of the inabi- 
lity to continue the payment of premium or because of 

the changed needs of the time, to Japse a policy after 

it has been in force for several years, Under such cir- 
cumstances, one of the options available to him is to 
surrender the policy for its cash value as stipulated 

in the terms of the contract, or, he may apply for a 
policy loan; that is, borrow & certain percentage of 

the surrender value of the policy at a fixed rate of in- 
terest. In view of the agreement to grant cash surrender 
values and policy loans on demand, life insurance com- 
panies should maintain a substantial cash reserve and 
invest a portion of their funds in liquid assets of short 


term potes, such as commercial paper and acceptances, 


V¥. Small Cash Reserves 


Fifthly, life insurance cogpanies may keep very 
small cash reserves, Unlike commercial banks, they have 
no deposits subject to withdrawal on demand. Payments 


are not met until losses wre incurred or policies mature. 


dS 


When payments are made, they usually run in fairly regu- 
lar and uniform amounts, and can be met out of current 
receipts of premium income and interest earnings from 
investments, With the exception of unusual losses and 
surrender values and policy loans, life insurance com- 
panies are free from any fear of demand obligations, 

Even with regard to these items, they are fairly well 
taken care of by other sources, The granting of surrender 
values and policy loans may be subject to a period of res- 
triction, such as sixty or ninety days. Although large 
payments have to be made in the case of unusual losses, 
there is usually an interval in which the company is con- 
ducting an investigation of the claims, and during which 
there is ample opportunity for the company to dispose off 
some of its investments. It is obvious that the company 
can keep & small cash balance on hand, while investing 
most of its funds in securities that tun for fairly long 
periods of time in order to reap a higher rate of return. 


VI. Wide Distribution 


Lastly, there should be a wide distribution of the 
investment of funds, or a reasonable proportion between 
the different classes of securities selected, No matter 


how excellent one's knowledge of the value of securities 
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may be, there is always some risk of loss within any 

given security, When a large proportion of the funds 

is invested in any given security, the risk of loss is 
great, To cite the illustrative example of T. E. Young 
when he explained the danger of concentrating all in- 
vestments in ome kind of securities: “assume that a fund 
possesses a large proportion of the ordinary stocks of 
railways: a period of financial difficulty in railway 
administration oceurs--the adoption , for example, of 
electricity in continuous locomotive form; the undue ex- 
tension of Leep lines; the ‘watering' of capitals; the 
pressure generally of expenditure discovered to be un- 
productive; the increasing keenness of competitive effort-- 
in this event the entire amount of this particular class of 
holding might be adversely affected; and the depreciation 
naturally might become serious if the susphéion or alarm 
of the public merged into panic with its thoughtless 
ee” 

If, however, the investments are distributed in a 
more balanced manner, the benefit resulting from the 
application of the law of average may be reaped. For in 
accordance with the theory of probability, the wider the 
distribution of investments, the less will be the per- 
centage of loss, This is simply an application of the 


+5 
f. E. Young, "Insurance," pp. 244. 
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old adage, “don't put all your eggs in one basket." 

By spreading the investments, both as regards their kind 
and amount, the loss that may befall a particular class 
of investment may be offset by gains in other classes, 
Any appreciation in the value of other classes of in- 
vestments due to increased demand for them by the public 
will tend to compensate depreciation in a particular 
security as a result of financial disturbance surrounding 
the set of securities under consideration, and thus res- 
tore the equilibrium without causing a heavy drain on the 


resources of the company. 
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Chapter IV. 


STATUTORY REGULATION OF INVESTMENTS: 
HISTORICAL DEVELOPMENT 


I. Reason for Legislation 


Ever since the inauguration of the level premium 
system in the life insurance basiness, the question of 
finding suitable investments for the funds which have 
come under the control of life insurance companies, 
with a due recognition of the principles governing such 
investments as above outlined, has not only formed a 
momentous undertaking for the executives to handle, but 
also attracted the attention of the government in the 
field. Not only were the companies themselves interested 
in keeping their integrity and in maintaining the equity | 
of their policyholders, but also were the different 
states desirous of adequately protecting both classes 


of interests, 


Indeed it was with this object in view that legis- 
lation began to encroach upon the domain of the life 
insurance field. As Professor Huebner pointed out: 
"Recognizing the vitel relationship between the conser- 
vative handling of life insurance funds and the abilities 


1 


of the companies to meet obligations which extend over 
long periods of time, nearly all the states have under- 
taken to regulate life insurance investments in one form 
or another... Most of the legislatures take the position 
that the companies have undertaken trusts of the greatest 
importance and that those who are named as beneficiaries 
thereunder should be protected by law to the fullest 
extent EP ay To this end, many states have enacted 
| laws requiring life insurance companies to invest their: 
funds in securities which will yield a reasonable, if 
not the best, return, consistent with absolute safety 
as regards principal and yield, the two most izportant 


principles governing investments, 


Ii. Regulation of Investments 
a Matter of the State 
It will be noticed that the power of regulating 
life tigiiiied investments, like other powers which 
pertain to the regulation of other phases of the life 
insurance business, resides with the state. The poli- 
tical systém in the United States is such that for some 
legislative purposes it acts as a single unit--the 
Federal government, whereas for others it act as forty- 
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eight independent autonomous bodies each with absolute 
powers of its own--the state governments, Among those 
things which are affairs of the state government is the 
chartering and control of insurance companies. Conse- 
quently, the regulation of the investment of life in- 
surance companies is one of the subjects reserved by 
the states for independent action by their own legis- 


latures. 


This being the case, the necessity for action by 
so many separate legislative bodies has resulted in a 
great diversity of legislation. In order to comprehend 
the present legislation as it éxists today, we must go 
back briefly to a general survey of the past legislation. 
fo review the historical development of the different 
state regulations in the United States would be an almost 
endless study, for each state has gone through a separate 
and distinct program of its own. All that can be at- 
tempted here is a consideration of the outstanding nation- 


al events in the history of the subject. 


III. Historical Survey of 
Statutory Regulation 


With this view mind, the history of state regulation 


of investments of life insurance companies in this country 


RON 
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may be outlined as AT iy 

\ (1) Pirst state control through provisions in 
- eorporation charter. The first control exercised by 
the states over the business of life insurance was 
through the provisions inserted in the charters of the 
companies, There were no distinctive insurance laws 
until 1607. From the very outset, all the companies 
transacting an insurance business were created under 
the state charter, and hence came within the control 
of corporation laws which governed corporate institu- 


tions in general. 


\ (2) Establishment of state insurance departments. 
It was in 1652 in the state of Massachusetts that a 
board of insurance commissioners was first established 
to examine the foreign companies doing business within 
that state. This was followed by the organization in 
1855 of the first state department for the sole pur- 
pose of handling insurance matters. In 1659, New York 
ereated an insurance department. In 1871, thirteen 
states had an official designated as the insurance 


commissioner or superintendent whose sole duty was the 
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For a detailed @iscussion of the subject, see 
Le W. Zartman, "The Investments of Life Insurance Com- 
panies," Chapter on "Legal Regulation,” pp, 146-189, 
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administration of the insurance laws, while twenty 
other states had the work intrusted to various officials. 
In 1907, twenty-three states had such departments, 


{ ¢3) Efforts at securing publicity and solvency. 
The first attempts at regulation were all directed to- 
wards the securing of publicity and solvency. With ref- 
erence to the laws securing publicity, an annual state- 
ment or report of the affairs of the company--the assets 
and the security behind them--~was all that was required. 
The insurance commissioner merely investigated the com- 
panies to see that these statements were correct. To 
secure solvency, standard reserve laws regulating the 


investment of the assets were enacted, 


, (4) Mnvestment of capital stock. As L. W. Zartman 
stated, the earliest laws regulating the investment of 
the funds of life insurance companies pertained to the 
investment of capital stock. The question of the re- 
serve was still unknown. The problem was to see that 
at least a certain amount of the capital stock was paid 
up and the cash safely invested. New York, for instance, 
enacted a law in 1849 forbidding any company from com- 
merncing business until a cash eapital of J100,000 has 
been paid in and actually invested either in bonds of 


ee 
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the cities of New York, or of the United States, or in 
mortgages on cultivated farms in New York worth double 
the amount for which the same was mortgaged. In 1850 

: Wisconsin enacted a law limiting the investment of cap~ 
ital stock to United States bonds or mortgage loans on 
real estate in Wisconsin. New Jersey in 1552 provided 
that life insurance companies should have a capital of 
at least $50,000 half of which must be paid up and in- 
vested in bonds of New Jersey cities, or mortgages on 
New Jersey real estate before beginning business. By 
¢he end of the nineteenth century, more then half of 
the states had regulations concerning the capital stock 
and its investment, practically all of which partook 
the nature of the above provisions. To quote the words 


18 
of L. W. Zartman: 


Summing up shortly the present laws regulating 
the capital stock of insurance companies, most of 
the states require a minimum capital of $100,000. 
All the states which have regulations allow this 
capital to be invested in United States bonds, and 
in the bonds of the states where the company is 
iocated,. In general the capital may be invested 
in real estate loans, the value of the land mortgaged 
to be double the amount of the Joan, and the real 
estate to be located in the home of the company. 
City and town bonds can be purchased and collateral 
loans made upon the ebove securities. 
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These laws regulating the investment of the 
capital stock are strict, and they have exercised 
an important influence upon the life insurance 
business in this country. As a guarnmftes of good 
intention end to provide a fund to tide over the 
first years a paid-up capital safely invested is 
a requirement of nearly every state for a new com- 
pany 

(5) Investment of reserve. It should be remem- 
bered that when regulations were first made, the nee- 
gessity for reserves was yet unknown. As the companies 
eradually began to operate om a more scientific basis 
and to accumulate funds to seet more fully their obli- 
gations, the st&te statutes required a legal standard 
reserve, and to maintain its integrity, enacted laws 


regulating its safe investment. 


J (6) Limitations on real estate holdings. ‘There 
were even laws passed regulating the investments of 
the accumulated funds before reserves were required by 
the states. Particularly was this true with reference 
to real Bstate holdings, New York, as early as 1649, 
limited the real estate investments of her life insur- 
ance companies to four principle conditions, namely: 
"(a) that which was necessary for the convenient tran- 
saction of its business; (b) such as had been mortgaged 
‘to the company in good faith by way of security for 


leans previously contracted or for moneys due; (c) such 
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as should be conveyed to the company in satisfaction 
of debts previously contracted in the course of its 
dealings; (@) such as should be purchased at sales upon 
judgnents, decrees, or mortgages obtained for such 
devte.” Moreover, all real estate obtained from set- 
tlement of debts ue the company had to be sold within 


five years. 


The act which had for its purpose the restriction 
of the ownership of real property by life insurance 
corporations on account of unfortunate experience which 
companies have had with real estate during depressed 
business conditions, hed formed the basis upon which 
many subsequent acts of éther states were enacted. 

There were of course minor variations of other statutes 
from the New York statute of 1849, and also gradual 
modification of the regulations of the New York state 
itself, but on the whole the laws regulating real estate 


investments were strict. 


(7) Prescription of character of assets. To go 
further, different states had attempted to prescribe 
the character of the assets which were to be owned by 
life insurance companies, These regulations, above 
noted, were embodied in the charters of the various com- 
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panies. To reiterate, the law of New Jersey in 1852 
declared that the legal investments for New Jersey com- 
, panies should be mortgages on real estate in its own 
state, bonds of the United States, and of a haif dozen 
states, The New York legislature in 1557 permitted in- 
vestments in United States bonds, in bonds of any state, 
or in the bonds or stocks of any institution incorporated 
in New York. Collateral loans could be made upon the 
above securities. In the same year, the statute of Wis- 
consin granted power to one of its companies to invest 
half of the funds in mortgages, and to make Lease to its 
policyholders from time to time. By the end of i870, 
the security behind the mortgage loans was in almost 

all cases real estate at home. California and Iowa al- 
loweé dnvestments in the securities of corporations 
chartered by them, and Kentucky allowed securities of 
railroads to be purchased, while Illinois permitted 
investment in the stock of banks in that state. Illinois 
and Wisconsin furthermore granted their companies which 
went into other states to transact a life insurance 
business the right to invest in all of the securities of 
those states. 


(8) Pendency towards greater liberality. The 


developments in the insurance world during the seventies 
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led to much legislation concerning the investments of 
life insurance companies, It was asserted that the 
failure of half the companies in a decade, with the con- 
sequent disappointment and loss to the policyholders, 

gave an impetus to state regulation which had not been 
held before, Ever since, there had been a gradual in- 
crease of regulation, while modifications of one form 

or another were not found wanting. Many of the provisions 


have remained intact. 


Perhaps it might be interesting to note some of the 
ehanges in the development of legislation since 1870 up 
to the first decade of the twentieth century. Whereas 
in 1870 most of the laws limited the purchases of state 
bonds to their own particular state, by the beginning 
of the twentieth century, the investment in the bonds 
of any state was permitted by most of the states. The 
same broadening of the field was noticeable in invest- 
ments in city and county bonds. Im 1870 only four 
states allowed investments in corporation securities. 
Qwenty years ago, many states, such as California, 
Colarado and Utah became so liberal as to permit their 
eompanies to invest in the bonds or stocks of any solvent 


Gividend-paying institution other than mining corporations. 


Any 
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Conneticut required that dividends must have been paid 
on such securities for at least three years preceding 
the purchase. Also by the beginning of the present cen- 
| tary, &@ number of states had maie definite provisions 
for investments in policy loans up to a certain fixed 
proportion of the reserve upon the policies; while others 
@llowed companies to make collateral loans under certain 
restrictions upon the securities which they may purchase 
outright, usually providing that the market value of 

the collateral must be at least 26 per cent in excess 


of the loan. 


In short, the tendency on the whole had been to 
allow the oosipentes a much wider field of investment. 
State boundaries were overstepped. This movement in 
the field of insurance legislation from the narrow, 
unjust policy of restricting insurance investments to 
@ certain field was a very striking one, not primarily 
for the sake of safety to the companies, but for the 
purpose of securing a better ioan market for the citi- 
zens of that state. 
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Chapter V 


STATUTORY REGULATION OF INVESTMENTS: 
PRESENT LEGISLATION 


The power of regulating life insurance investments, 
as indicated in the previous chapter, comes directly 
under the jurisdiction of the state govermments. Having 
traced briefly the historical development of past legis- 
lation in this field, it is now in order to present a 
gist of the provisions which govern the regulation of 


life insurance investments as they exist today. 


The discussion of necessity must be limited to the 
provisions of the New York a to be followed by the 
insurance companies transacting business in the State 
of New York. The reasons for adopting this procedure 
are two-fold, First, in view of the multiplicity of 
the different state regulations, which vary in minor 
details with the different states attempting to regulate 
the business of life insurance, a presentation of ail 
the existing statutu6és in this country would require 
far more space than is available in this paper. Second, 
the New York law és tan, inasmuch as the provisions 


therein are typical of those in other states, and an 


analysis of this law will convey to the reader at least 


48 


@ general impression of the present system of legislation 
in this country governing the investment of life insur- 
ance funds, 


In presenting a discussion of the several types 
of investments, we shall follow the items which are 
found in the statements or life insurance companies, 
and which are reported in the Insurance Year Book. Dis- 
cussion is also limited to admitted assets. They are 
that part of the teteee assets which the Insurance Com- 
missioner or the Superintendent of Insurance admits as 
assets. For a detailed explanation of their nature and 
relative merits, the several types of assets may be 


considered conveniently in the order of their importance, 


I. Bonds 


fo begin with, all the states allow or rather re- 
quire the investment of life insurance funds in bonds, 


that is, bonded indebtedness of governmental or cor- 


porate institutions, With reference to the Insurance 
Law of New York, section 16 of Article I sets forth the 
following provisions, which apply to every insurance conm- 
pany organized in the State of New York or licensed to 
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20 
do business in that state. 


The cash capital of every domestic insurance 
sorporation required to have a capital, to the 
extent of the minimum capital required by law, shell 
be invested and kept invested in the stocks or bonds 
of the United States or of this state, not estimated 
above their current market value, or in the bonds of 
@ county or incorporated city in this state authori- 
zed to be issued by the legislature, not estimated 
above their par value or their current market value, 
or in bonds and mortgages on improved unencumbered 
real property in this city worth fifty per centuym 
more than the amount loaned thereon. 


Any domestic insurance corporation may, by the 
direction and consent of two-thirds of its board, 
managers or finance committee, invest, by loan or 
otherwise, any such surplus moneys or funds in the 
bonds issued by any city, county, town, village or 
school district of this state, pursuant to any law 
of this state. 


Section 100 of Article II preseribes more specifi- i 


cally the bond investments of life insurance companies 
ai 
as Pollows: 


Any such corporation (domestic life insurance 
corporation), in addition to other investments al- 
lowed by law, may invest any of its funds in any 
duly authorized bonds or evidences of debt of any 
government in which such corporation is transact- 
ing business, or of any state, or of any city, 
county, town, village, school district, municipality 
or other civil division of any state, Any such 
corporation not authorized to do business in a 


20 
Amasa J. Parker, Jr., "Insurance Law of New 
York," 1925, PRe 15=14, 
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foreign country but having outstanding policies 

in favor of residents of such foreign country 

payable in the currency of such country may in~ 

vest in the public stocks or bonds of such coun- 

try or of any political gubdivision thereof to an 

amount not to exceed the amount of the reserve on 

such policies. 

An analysis of these provisions shows that the 

different kinds of bonds in which a life insurance com- 
pany should place its investments may be grouped under 


the category of government bonds. 


The. principal forms of government bonds are federal, 
state, and municipal bonds. Federal bonds refer to bonds 
of the United States government, They are simple obli- 
gations having no definite tangible property as security 
and depending upon the promise of the government to pay. 
No compulsion can be brought to bear in the event of a 
breach of promise, because such a promise is not legally 
an obligation. As one writer amiably puts it, "bonds 
of the United States government are now held generally 
for sentimental purposes, their value from an invest- 
ment standpoint having ime 

Next to federal bonds are state bonds. These are 
simply the obligations of the states, They are issued 


22 
+S. He. Wolfe, "The Examination of Insurance 
Companies," pp. 30. 
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at very low rate of interest, the eredit of the states 
being very high. In fact, some of the states have no 
outstanding obligation of any character. 


Municipal bonds comprise bonds of counties, cities, 
villages, townships, school districts and other politi- 
eal subdivisions. Like federal bonds, municipal bonds 
are issued upon the willingness and ability of the bor- 
rower (in this case the municipality) to perform his 
part of the contract, Bat unlike federal bonds, com- 
puilsion can be brought to bear upon the municipality 
by the government in case the promise of payment is not 
mede good, ‘The value of municipal bonds largely depénds 
upon the relation which the taxable value of the pro- 


perty in the politieal unit--the county, the city, the 
township, the sehool district, or whatever it may be-- 
bears to the amount of outstanding indebtedness ai Pits 
is largely due to the fact that the obligations of the 
issuing municipality are generally met by taxes levied 
on the people of the particular locality under considera- 
tion. For instance, in the case of county, city, and 
town bonds, in the majority of cases, "a definite, ir- 


revocable tax, sufficient for the liquidation of the 


25 
Ibid, pp. 31. 
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debt incurred, is levied against all taxable property 
at the time of the issue of the np ep Consequently, 
municipal bonds are regarded as an impeachable form of | 
investment. 


Aside from government bonds, there is another class 
ef bonds which are recognized as legal investments for 
life insurance companies, Reference is had to corporate 
bonds, or bonds issued by private corporations, and in- 
elude railroad bonds, public service bonds, and indus- 
trial bonds. 


Railroad bonds constitute probably the largest item 
in the bond holdings of life insurance companies, be- 
eause of their extraordinargly desirable features from 
an investment viewpoint. "Standard railroad bonds not 
only meet the requirements of safety, but usually run 
for long periods, yield a fair return, are readily con- 
vertible into cash, and in most instances, although 


subject to considerable market fluctuations, show a 
2a 


tendency to inercase in value in the course of years." 


The forms in which railroad bonds appear are numer- 


24 

Stock and Produce Outlines, "Classification and 
Description of Types of Bonds," pp. 3. 
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S. S. Huebner, "Life Insurance," pp. 364. 


ae 
ree 
e: ® 


i 


Te bho terres sien we 


ID 


ous but most of them show a more or less greater secu-~ 
rity of capital and interest than the average type of 
industrial bonds. fo take a few illustrations out of 
the many that may be cited, we might mention the first 
mortgage bond, the consolidated bond, the collateral 
trust bond, the equimment or car trust bond, and the 

- Sinking fund bond, all of which may be issued by rail- 
road corporations, The security behind a first mort- 
gage bond is the mortgage upon a definite mileage which 
constitutes its first bonded lien; that of a collateral 
trust bond, the bonds of the road and some of its sys- 
tems deposited and placed in a fund for the protection 
of the particular bond under issue; that of equipment 
bonds, the direct first mortgage on the equipment of 
the road; and that of sinking fund bonds, the accumu- 
lation of a sinking fund. 


Besides assuring security of capital, railroad bonds 
yield a fairly good return, Unlike industrial securities 
which show a great tendency of fluctuation, railroad ) 
securities yield a fairly constant return from year to 
year. The service of railroads is indispensable. In 
time of slack business, the demand for their service 
will not be curteiled but remain constant, During 


periéds of intensive prosperity, the demand may increase 
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slightly, but not so jereaptitip ae the demand for in-~ 
dustrial commodities. The stability of railroad earn- 
ings largely accounts for the large holdings of rail- 
road securities by life insurance companies, 


Railroad bonds alse show a tendency to increase in 
. Value in the course of years. In this respect, it is 
necessary to note whether the bonds contain an option 
of redemption. If e bond is purchased at a premiun, 

the retenptien must be taken into account in determining 
the real value of the investment; whereas if the bond 

is purchased at ea discount, the option of redemption 
may be disregarded, 


Another class of corporate securities which may be 
dnvested in by life insurance companies goes under the 
mame of public service bonds. These are securities 
issued by public service ecorporationg, which, as their 
name implies, @eal exclusively in those things used for 
publie service purposes, Reference is hed in the bonds 
of water companies, trolley companies, gas companies, 
and electric sompanies. Such securities, if the cor- 
poration issuing them is well managed, will show a great-~ 
er stability of earning power than the securities of 
average industrial corporations, inasmuch as the earnings 
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of public service corporations are largely independent 
of general business and industrial eonditions,. Their 
value, however, depends upon the franchises which these 
corporations enjoy, the bonded indebtedness and the den-~ 
sity of the population of the localities in which they 


render their service, 


The last class of corporate bonds consists of in- 
dustrial bonds. They are bonded indebtedness of indus- 
trial corporations, as those of the United States Steel 
Corporation and the American Smelfing and Refining Com- 
pany. Today, side by side with rails, industrial bonds 


mnand & great position in the New York Stock Exchange, 
These industrial bonds are not regarded with much favor 
by life insurance companies beeauge of their great fluc- 
tuations in value. The earnings of industrial corpora- 
tions depénd lergely upon general business and industrial 
eonditions, and hence are subject to the fluctuations of 
the market. 


II. Reak Estate liortgages 


second only perhaps to bond investments, real estate 
mortgages constitute the most important form of assets 


of life insurance companies. The amount of this class 
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of investments represmats nearly two-fifths of the total 
edmitted assets of these companies. In order to under- 
stand their importance, it is necessary, first, to ex~- 
plain the nature of such investments, and, second, to 


analyze the law of New York relative to their regulation. 


A mortgage, as construed in New York, is a lien upon 
-& plece of property given to secure a debt. Im view of 
the large size of leans made by life insurance companies 
on the mortgage of real estate as collateral for securing 
the indebtedness, the function of making such investments 
is intrusted in a board of directors, or a finance com- 
mittee, or, as in some large companies, a real estate 
lean department. In sxher that the functionary in charge 
of the duty may pass intelligently upon the granting of 
the loan, certain basic detailed facts regarding the pro- 
perty to be mortgaged must be known, such as the true 
rental value, the value of the land and the building, and 
the duration of the construction of the building. The 
value of the property should be appraised by some dis- 
interested and competent person. ‘The loan will not be 
made until the margin of safety between the value of the 
‘Property and the loan has been ascertained. 


This margin varies in the statutes of different 


27 


26 
states. In New York, it is provided that: 


A domestic life insurance corporation may loan 

upon the security of unencumbered real property in 
 eny state worth fifty per centum more than the 

amount loaned thereon; but real property shall not 
be deemed to be encumbered within the meaning of 
this section, by reason of the existence of instru- 
ments reserving mineral, 611 or timber rights, rights 
of way, sewer rights, rights in walls, nor by reason 
of building restrictions, or other restrictive coven- 
ants, nor when such real property is subject to lease 
under which rents or profits are reserved to the owner 
provided that the security for such &@ loan is a first 
lien upon such real property and that thereis no con- 
dition or tight of re-entry or forfeiture, under 
which such lien can be cut off, subordinated or other- 
wise disturbed. 


The important point to be noted is that the loan 
on real estate mortgages must be limited to only one 
half of the appraised value of the property given as 
security. Or, what amounts to the same thing, the real 
estate mortgaged to the company as security for loans 
should be worth double the amount of such loans. This 
part of the provision aims to protect the equity of the 
company. Whenever the payment of the loan is defaulted, 
the company can seize at once the mortgaged real estate 
in satisfaction of its claims. It is only when the value 
of the security is in excess of the amount on the loans 

that the company can be fully reimbursed, 
26 7 


Amasea J, Parker, Jr., “Insurance Law of New 
York," Article II, seetion i0CO, pp. 135. 
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Another outstanding fact to be noticed from the 
provision is that the loan on real estate mortgages, 
in order to protect the lender to the fullest extent 
possible, must be free from encumbrances. As defined 
by the law, encumbrances should not be construed to mean 
the depriving of the rights of the owner of the property, 
such as mineral and oil rights, or rents and profits 
which he may acquire upon the lease of the property. 
The term does mean, however, that the loan on real estate 
mortgages must be a first lien or claim on the property. 
In case of foreclosure proceedings, the insurance com- 
pany should be the first to be reimbursed with the pro- 
ceeds of the sale before the claim of the other credi- 
tors is satisfied. 


Besides stressing the absence of all encumbrances 
on the property, some companies require that the making 
of loans of such character should be limited to im- 
proved property which is available for general and not 
special uses. Examples of property for general uses 
are ordinery residences and cultivated farms, and those 
for special uses are hotels, theatres, churches and 
factories, Consequently the loaning of funds upon un- 
improved property is generally not tolerated. The value 
of the buildings aw well as that of the land should be 


considered, 


3? 


The valuation of the real estate is by no means 
the only knowkedge necessary in order to register a 
judgment on the making of a loan on such property. 
Other important facts should be taken into account be- 
fore a mortgage loan can be safely effected, There must 
be, above all considerations, an abstract of title, or 
title insurance policy protecting the mortgagee, showing 
the validity of the title; that is, the mortgagor has 
possession of the title at the time the loan is made. 
Good title, as stated above, refers to whether any prior 
mortgage has been given or any lien has been recorded 
against the property. It must find out whether there 
is any unpaid taxes, unpaid water rent, or any other lien 
of any kind. All these should be cleared up before the 
loan is made. Life insurance companies are not per- 
mitted to invest in second mortgages, and in order to 
determine whether the mortgage is a first lien on the 
property, it is important to ascertain that there are 


no unpaid taxes or liens recorded against it. 


Besides all this supervision, a company which makes 
investments in mortgage loans should ascertain whether 
the mortgages are protected against loss by fire. The 
absence of fire insurance policies will leave the com- 


pany unprotected in the event of the destruction of the 
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property and the consequent reduction in its security. 
There should be fire insurance policies on the property, 
which should be in solvent, admitted fire insurance com- 
panies, and which should contein what is known as the 
"mortgagee clause." This clause will not only protect 
the mortgagee against possible loss or damage by fire, 
but also against the invalidation of the protection by 
numerous acts of the mortgagor or owner over which he 


{the mortgagee) has no control. 


fhus, except for the necessity of special supervi- 
sion and of the considerable outlay in the fora of in- 
vestment expenses, real estate mortgages are a desirable 
form of investment for life insurance companies, because 
they possess the advantage of a high interest yield com- 
bined with great safety. 


Generally speaking, mortgage loans are of two prin- 
cipal classes. The more usual group consists cf the 
farm mortgage loans, They are mortgage loans on farm 
properties. Such mortgages are well known in the West. 
Because of the vast tract of farm lands in the Western 
section of the United States, life insurance companies 
have invested heavily in farm mortgage loans, Such in- 


vestments are not only favorable to the companies them- 
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selves, because of remunecrative interest returns derived 
therefrom, but also redound to the benefit of the coun- 
try at large, because of the facility for procuring funds 
for the development of large agricultural areas. 


The other class of mortgage loans may be grouped 
under the category of mortgage loans on octher than farm 
properties, It ineludes all other kinds of mortgage 
loans, such as city mortgage loans, the security behind 
which being residences, ordinary buildings, or real 
estate, located in the city. 


The combined total of investments in mortgage loans 
of life insurance companies constitute a significant 
portion of the total assets of these companies, In some 
companies, the proportion reaches as high as 90 per cent, 
in which case, they are called "mortgage" companies. 
Whatever may be the justification for such investments, 
the provisions governing them should be borne in mind 
if the equity of the company is to be protected. 


Ili. Premium Notes and Policy Loans 


Premium notes and policy loans, as a form of in-~ 
vestment, are merely the advances granted by a company 


to its policyholders, 
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More specifically, a premium note is “a note signed 
by the insured for his temporary accomodation in order 
that he may be enabled to pay the premiums called for 
by his policy ae ay It is a short term interest- 
bearing obligation of the insured. Very often the in- 
sured, for some reason or another, cannot meet his pre- 
mium payments in cash, The company generally allows him 
to pay a part of his premium with an interestsbea 


note, 


AS an asset, premium notes are valuable only as they 
cancel liabilities, or so long as they 20 not exceed the 
reserve value of the policy. in view of the fact that 
the change in the character of insurance has resulted 
s@ from premium notes to an all-cash basis, 


- the premium note system has largely fallen into disuse. 
In fact, today bBhis item is usually treated together 
with the so-called policy loans. 


The Insurance Law of Yew York appears to be silent 
on the regulation of premium notes. But in view of 
their close relation to policy loans, we might pass on 


to a discussion of the latter, their general nature and 


a] 
Definition by S. H. Wolfe in his book, "The 
Examination of Insurance Companies," pp. 5c. 
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the legal regulations governing them, 


A policy loan, it should be understood, is like- 
wise a temporary accomodation which enables the insured 
to borrow from the company in time of financial need 
with the policy as security. Instead of surrendering 
his policy for its cash value and consequently losing 
the benefit of inswrance, the insured may use the pro- 
ceeds from a policy loan for the payment of premiuus 
which fall due, and thus still keep the policy in force. 


The regulation of policy loans granted by life in- 


surance companies is provided in seetion 16 of Article 


I of the New York Insurance Law which reads: 


Any life insurance company may lend to any 
policyholder upon the security of the value of his 
policy a sum not exceeding the lawful reserve which 
it holds thereon, and such loan shall become due and 
payable and be satisfied as provided in the loan 
agreement or policy. 


With reference to the loan agreement, one of the 
standard provisions legally required in the life insur- 
29 
ance policy sets forth as follows: 
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Amasa J. Parker, Jr., “Insurance Law of New 
York," pp. 16 
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After three full years‘ premiums have been paid, 
the company at any time, while the policy is in 
force, will advance, on proper assignment or pledge 
of the policy and on the sole security thereof, at 
atspecified rate of interest, | sum equal to, or at 

the option of the owner of the policy less than, the 
reserve at the end of the current policy year on the 
policy and on any dividend additions thereto; and 
the company will deduct from such loan value any 
existing indebtedness on the policy and any unpaid 
palence of the premium for the current policy year, 
and may collect interest in advance on the loan to 
the end of the current policy year; which provision 
may further provide that such loan may be deferred 
for not exceeding six months after the application 
therefor is gade..... The policy may further pro-~ 
vide that if the interest on the loan is not paid 

when due it shell be added to the existing ican, and 
shall bear interest at the same rate. 


Generally, among the other policy previsions is a 
table showing in figures the loan values, if any, and 
the options available under the policy each year upon 
default in premium payments, during at least the first 
twenty years of the policy. 


From these few provisions it will be seen that the 
regulation of policy loans by legislation consists of 
the following essential points: 


(a) A policy loan may be a loan on all or a part 
of the cash value of the policy. The amount of the loan 
is limited to the reserve value of the policy. 


(b) On such a loan the company eharges « specified 
rate of interest, which may be discounted in advance or 


in dipagey im 
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paid at the maturity of the lean, Im case of any de- 
feult in the payment of interest, such interest shall 
be added to the existing loan, and shall also bear the 


same rate of interest. 


(ec) The company may delay the granting of the loan 
until a certain period after the application therefor 
has elapsed, such as sixty or ninety days, but in no 
event exceeding six months, Some companies do not have 


any period of restriction, but allow the loans on demand. 


(4) As to the term of a policy loan, it gay begin 
after the policy has been in force three full years, 
and generally has no definite dete of maturity. So long 
as the insured pays in full his premiums for three years, 
he may be entitled to the privilege of borrowing from 
the company. If he should die before the loan is paid 
off, his beneficiary will be indemnified for that amount 
of the face value of the policy after deducting there- 
from the amount of the loan and the accumulated interest 


thereon, if any. 


From an investment viewpoint, therefore, policy 
loans are safe and good, as long as they and the accrued 
interest upon them do not exceed the reserve which the 
company is maintaining upon the policy, They are, in 
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fact, advances against cash deposits made by the insured 
to the company. It will be noticed that in a great many 
cases the policy becomes automatically cancelled when 

the outstanding indebtedness against it exceeds the maxi- 
mum loan value to which it is entitled. 


It was further argued that not only the security 
of policy loans is unquestioned, but also the rateot 
interest has been good, for the companies have placed 
4% higher than the rate which they have been earning on 
their other assets. In the fierce competition to secure 
large amounts of insurance, companies have not been re- 
luctant to grant the privilege to policyholders of ob- 
taining loans from their policy reserves. 


Although there are at times abuses of policy loans 
by persons who mortgage the monetary value of their 
policies for purposes of speculation or dissipation, 
the granting of policy loans should bg no means be 
abmogated, As was concluded by Professor C. K. Knight, 
where the mission of insurance is for family protection, 
policy loans should be discouraged; but where it is for 
business purposes, they should be freely granted, for 
they go a long way in meeting business needs, At any 
rate, from the standpoint of the company, it does not 
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matter if it makes a portion of its investments in the 


form of policy loans, 


IV. Real Estate Holdings 


As a form of investment for the funds of the policy- 
holders, real pareay occupies an insignificant part of 
the total assets of life insurance companies, In fact, 
the holding of real property is discouraged by many of 
the statutes. The restrictions placed on the ownership 


of real estate by the New York Insurance Law are as 
30 
follows: 


Every insurance corporation transacting business 
in this state may purchase, hold and convey real pro- 
perty only for the following purposes and in the fol- 
lowing manner: 


1. The building in which it has its principle 
office and the land upon which it stands. 


@. Such as shall be requisite for its convenient 
accomodation in the transaction of its business. 


3, Such as shall have been acquired for the 
accomodation of its business, 


4. Such as shall have been mortgaged to it in 
good faith by way of security for loans previously 
contracted or for moneys due. 


5. Such as shall have been conveyed to it in 
satisfaction of debts previously contracted in the 
course of its dealings. 


30 
Amasea J. Parker, Jr., "Insurance Law of New 


York," Article II section 20, pp. 19-20, 
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6. Such as shall have been purchased at sales 
upon judgments, decrees, or mortgages obtained or 
made for such debts. 

7. Such as shell have been acquired under sect- 

ions thirteen and fourteen of the general corporation . 

We 

Although these conditions are found in the general 
provisions of the New York Insurance Law, they apply to 
every insurance corporation including life insurance 
companies as well. A close canvass of these provisions 
will show that the holdings of real estate by life in- 
surance companies areilimited to those properties which 
are necessary for the convenient conduct of business and 
those which come into the possession of the company by 
way of foreclosure yesboodings on mortgages or in satis- 
faction of debts previously contracted, If, for instance, 
the company is compelied to foreclose one of its mort- 
gages, it naturally must assume title to the real estate 
which is involved. Or, if some one should previously 
negotiate a loan from the company, it would be difficult 
to prevent it from accepting real estate from the agent 
in liquidation of the debt. 


As a further gurantee, a domestic life insurance 
- gorporation is not permitted to exchange any of its 
existing real property for another of the like, or a 
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adifferakt, kind, unless the latter property is a requi- 
gite for the convenient accomodation of the corporation 
in the transaction of its business end unless such ac- . 
onesies has been approved by the superintendent of 
insurance, These resttictions apply with equal force 
to those foreign companies (companies of other states) 
which do business in the state under consideration. They 
are not allowed to acquire any rea2 estate other than 
that required for the conduct of business, nor to dis- 
pose the same as the consideration in exchange for an- 
other, except with the approval of the superintendent, 


Just as in acquisition, the disposition of real 
estate holdings not sidineainey for conducting the business 
is strictly regulated by statute. A definite number of 
years is specified in the law in which the company should 
relinguish possession of those properties which are no 
longer required for the convenient conduct of the — 
The requirements of the New York Insurance Law stipulate 


x1 
that 


All such real property specified in subdivisions 
three, four, five, six and seven of this section, as 
shall not be necessary for its accomodation in the 
convenient transaction of its business, shall be sold 


34 
Ibid. pr. 20, 
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and disposed of within five years after it shall 
have acquired title to the same, or within five 
years after the stme shall have ceased to be neces- 
sary for the accomodation of its business, and it 
gheall not hold such property for a longer period 
unless it shall procure a certificate from the 
superintendent of insurance that its interests will 
suffer materially by the forced sale thereof, in which 
event the time for the same may be extended to such 
time as the superintendent shall direct in such cer- 
tificate, 
fhe strict restrictions concerning real estate 
holdings by life insurance companies are prescribed 
because of the trouble involved in the handling of the 
real estate business, and the abuses to which it may be 
exposed. Regarding the trouble involved, there are the 
technical and legal aspects to contend with. The evi- 
dence of ownership in real estate is a deed of some 
kind, but the fact that a company possesses this deed is 
not absolute proof of its ownership. Not infrequently 
@ company has acquired possession of reak estate only to 
find that the titie is defective and not marketable, To 
constitute real ownership) therefore, there should be 
an abstract of title which will show the history of the 
real estate under observation--the changes which have 
been taken place in the title or any liens which may have 
been recorded against it. Umless the title is gumzanteed 
by some title insurance company, the company acquiring 


the real estate should exercise great care in examining it. 
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The other objection to large holdings of real es- 
tate is ins to the ebuses to which it may be exposed. 
The return which can be realized from the investment of 
real estate is low, The constuffetion of big office 
buildings or the purchase of extensive lots of land will 
mean an umnecessary tying up of capital in fixed assets. 
A building which is larger than necessary for the ac- 
comodation of business will result in a waste of capital 
which would otherwise be profitably invested in other 
ghannels.. Real estate takes a long period of years be- 
fore its real value can be ascertained, and possibly a 
profit realized. The profit is postible, because land 
values are subject to fluctuation, and a life insurance 
company is not supposed to speculate on real estate values, 
As a consequence, real estate as a form of investment 
is generally frowned upon by the insurance laws in most 


of the states. 
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Chapter VI 


STATUTORY REGULATION OF INVESTMENTS: 
PRESENT LEGISLATION 
(Continued ) 


ve Stocks 


Closely related to bond investments are the stock 
investments of life insurance companies, They are re- 
lated in the sense that both are investments in secu- 
rities, But beyond this they are essentially different. 
Bonds, we understand, are credit instufments, and gen- 
erally give a definite promise to pay a definite sum, 
at a definite time, with a definite rate of interest, 
although in some cases the promise turns out to be in- 
possible of fulfillment. Stocks, on the other hand, are 
merely evidences of ownership, certifying that the holder 
thereof possesses the privilege of participating in the 
risk or the varying fowrunes of the business enterprise. 


Unlike bonds, stocks promise nothing at all. As 
was maintained by Professor Huebner, they are never ean 
investment, but always a speculation. They are inherent- 
ly speculative, because they represent ownership in the 
business, and business is speculative. They do not prom- 
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ise the payment of a cent of dividend nor the return of 
a dollar of principal. 


Such being the essentiel distinction between bond 
and stocks, there have evolved different sects of legal 
regulations governing the investment of life insurance 
funds in both these kinds of securities, In view of the 
great service of the life insurance business to the in- 
suring public, and owing to the speculative nature of 
stock investnents, the regulations concerning them are 
tinged with greater strictness than those pertaining to 
bond investments. 


fhe New York Insurance Law, like the statutes of 
other states, shows a distinct effort at curtailing or 
prohibiting the investment of life insurance funds in 
stocks of other corporations transacting the same or 
different kind of business, and in securities whose 
collateral consists in part of stocks. With reference 
to the investment of capital, Section 100 of the Law 
expressly provides that: . 
No domestic life insurance corporation, whether 
incorporated by special act or under a general law, 


shall invest in or loan upon any shares of stock of 
any corporation other than a municipal corporation, 


3e 
Ibid, Ppe 134. 
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nor, excepting government, state, or municipal secu- 

rities, shall it invest in, or loan upon, any bonds 

or obligations which shall not be secured by adequate 

collateral security or where more than one-third of 

the total value of the collateral security therefor | 
ghall consist of shares of stock. 

As to the residue of capital and surplus above 
capital and deposit requirements, they may be invested 
in the stocks, bonds of other evidence of indebtedness 
of any sobvent institution incorporated under the laws 
of the United States or of any state, This is prescribed 
in the general provisions of the New York Insurance a 

fo make the enforcement more effective, the law 
further stipulates a period in which acquired stocks 
should be disposed of, ee, if not, the volume of their 
holdings should be reduced, subject to the approval of 
the superintendent of insurance. A life insurance com- 
pany may enter into an agreement for the purpose of 
protecting its interests in securities lawfully held 
by it or for the purpose of reorganization of @ cor- 
poration which issued securities so theld, and may de- 
posit such securities with a committee or a depositary, 
provided that such agreement and the deposit of secu-~ 

rities must first be approved in writing by the super- 
: intendent of insurance. Pursuant te any such agreement, 
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the company may accept corporate stock or bonds or 
other securities which may be distributed. But, and 

it is this point that should be borne in mind, "if any 
securities so received shall consist in whole or in 
part of stock in any corporation or of ponds or obliga- 
tions which shall not be eovared by adequate collateral 
security or where more than one-third of the total value 
of the collateral security therefor shall consist of 
shares of stock, then any stock and any such bond or 
obligation so received shall be disposed of within five 
years from the time of their acquisition or before the 
expiration of such further period or periods of time as 
may be fixed in writing ng that purpose by the super- 


intendent of insurance." 


fhe danger to a life insurance company of an in- 
vestment in the stocks of other corporations transacting 
a different kind of business will be appreciated when 
we realize the semi-public nature of the business of 
life insurance. If the funds 6f the policyholders are 
to be employed for the purpose of purchasing a part 
ownership in a different kind of business as thet of a 
manufacturing concern, the policyholders should be pre- 
pered at all times to experience the penalties of a 


a. 


Pa 


i latte ES cee ¢ 
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losing undertaking in the same way that they will be 
benefited by @ profitable one. While they may not share 
with the company in which they have insured the profits 
from successful stock investments, they may bear the 
penalty with the company when the investment courts with 
failure. As no dividends are paid upon the stock when 
such an oceasion arises, the earning power of the invest- 
ment is crippled. The disastrous result cannot be over- 
estimated. 


Government, state, or municipal securities ar, more 
especially, municipal stocks are tolerated by the sta- 
tute, because they are more in the nature of bonds, and 


the criticisms noted above eamnot properly be applied. 


So far, the discussion has been confined to the 
stock of corporations transacting business other than 
that of insurance. As to those requirements governing 
the investments in stocks of corporations doing the sane 


kind of business as that of the insurance company ~~ 
3 
the Insurance Law of New York has the following to say: 


No funds of any insurance corporation organized 
under the laws of this state shall be invested in or 
loaned on the stock or security of any insurance cor- 
poration, either directly, indirectly, remotely, or 
in any other manner whetsoever, excepting as specifi-~ 
cally permitted hereon. 
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To amplify this provision, an insurance company 
must not invest in or loan its funds (1) on its own 
stock, (2) nor on the stock of any insurance corpora- 
tion, (3) mor on the stock of any corporation (a) which 
has invested in or loaned any of its funds on the stock 
ef any insurance corporation or (>) which has invested 
in or loaned any of its funds on the stock of any cor- 
poration having an investment in the stock of any in- 


surance corporation, 


Complicated as they might seem, these few parts of 
the provision in fact relate to one essential idea, and 
that is, that the funds of an insurance eumpeny shoaia 
not be invested in stocks of those companies transacting 
the same nature of business as that of the company itself. 
The purpose of this regulation is to safeguard the in- 
terest of thelinvesting corporation, For, aithough it is 
@ rare coincidence that a catastrophe hazard would occur 
to the life insurance business as a whole, a failure in 
one company will generally affect the business as a whole. 
The presence of an unusual epidemic, for instance, will 
affect many companies alike. If a company's capital is 
tied up in the assets of other allied companies, the 
failure of the companies in which it has placed its in- 
vestment will affect the equity of the corporation making 
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such investments, Just as a manufacturing company should 
not invest its funds in stocks of other manufacturing 
companies in the same field of business, 56 an insurance 
company should not place its funds in the stocks of 


other insurance companies, 


Like the regulations relating to the disposition 
of acquired stock, a life insurance company which owns 
any share of stock or other securities other than those 
sanctinned must dispose of the same, as scon as it can 
without suffering financial loss, or not later than a 
date specified, or before the expiration of such further 
period of time as may be fixed in writing for that pur- 
pose by the superintendent of insurance, 


Vi. Cash in Offices and Banks 


A part of the assets of life insurance companies 
‘Will be found in the form of cash in offices and banks. 
This is the result of one or all of the following con- 
ditions; 


(a) There should always be a certain amount of 
actual eash om hand, which is needed by the company 
‘for meeting its matured obligations, such as mortality 
and annuity elaims, and for the defrayal of its current 
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expenses, such as agents’ commissions and medical exam- 
iners' fees. The amount of money required may be kept 


in its office or deposited in bank subject to check. 


(b>) There is always some residual money awaiting 
investment. It is ingoustbie 2s well as unwise to in- 
vest the premium reserves ér other sources of funds as 
Boon as they come to the company. The management must 
take time to observe the investment market, to formulate 
jadgnents, and to select the proper investment that will 
not only conform to the sound principles of investment, 


put also suit the best interest of the company. 


(e) Very often deposits are made by life insurance 
companies in trust companies or other institutions in 
order that the insurance funds may be invested in secu- 
rities not tolerated by law. Trust companies are not 
so much hampered in their investments as are insurance 
companies, If the management of a life insurance com- 
pany sees that it can obtain a higher rate of return 
through the agency of the trust company, it is justified 
from the policyholder's standpoint, 


The bank deposits of life insurance companies may 


pe interest bearing or non-interest bearing, or both. 


13 


Instead of keeping the cash in its own vaults, they 
usually deposit it in banks or other financial institu- 
tions which are willing to pay something for the use of 
it. This refers only to time deposits, Those which are 
subject to check may be interest bearing or non-interest 
bearing. 


In well managed companies, the percentage of cash 
in bank to the invested assets varies with the size of 
the compeny and the form of insurance transacted. The 
smaller the company, the lerger will be the proportion 
of its assets in the form of eash. Among fire insurance 


panies, it is not uncommon to find 10 per cent of 
their admitted assets in the form of cash, while normal- 
ly a life insurance company would possess an amount not 
exceeding b per cent. At present the ratio is but 1 or 


2 per cent. 


There is no definite provision in the insurance 
Law of Hew York which deals with the regulation of in- 
vestments in cash assets, but the principle which governs 
the investment of life insurance funds as discussed in 
Chapter II above will reveal the impropriety of keeping 
‘large cash reserves. In view of the fact that the life 


insurance business is practically certain in its financial 
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obligations, it is not neeessary for companies to retain 
large sums in cash, From an investment standpoint, a 
large bank account should be discouraged, for no bank 

ean afford to pay as high a rate of interest as the 
company coukd generally realize from well-chosen invest- 
ments, Except for current checking purposes, non-interest 


bearing accounts should be avoided as much as possible, 


There are some improper conditions which may result 
from a company keeping too large a per centage of its 
assets in the form of cash in banks, It may indivate 
& close affiliation of the company with the finakcial 
institution. The officers of the insurance company may 
be interested financially in the afryars of the bank. 

Or possibly, the insurance company may be under some 
obligation to the bank, and is now liquidating its in- 
debtedness by keeping a large deposit there at a low rate 
of interest. Or in the case of a newly established com- 
pany, the deposit of a large volume of cash in bank is 
connected with the underwriting of the capital stock of 
the company, All these conditions it is the duty of the 
insurance examiner to find out when such examination is 


conducted. 


VII. Unpaid and Deferred Bremiums 
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Unpaid premiums refer to those premiums which have 
fallen due, but which have not been paid by the policy- 
holder or reported by the agent to the home office of 
the insurance company. Theyhave nothing to do with the 
method of payment, that is, they may be either annual, 
semi-annual or quarterly installments. For instance, 
if a policy is issued ¢n Febraary of @ certain year on 
@ semi-annual basis, and if an examination of the con- 
pany is to be made on December 31 of the year, the pre- 
miuzs on the policy for the entire year will have become 
due before the time of the examination, for one instell- 
ment is paid at the inception of the policy, that is, 
February, and the second installment, six months there- 
after. When the premium for this second installment is 
not paid or reported to the home office of the company, 


it is considered as an unpaid premium. 


Deferred premiums, on the other hand, are those 
preuiums which are to be due, and which are necessary 
to complete the policy year. They may be on install- 
ments of a yearly, semi-annually, or quarterly basis. 
For instance, if a policy is issued tn December of 1926 
on the semi-annual basis, the second installment of the 
‘premium will be due in June of 1927. If an examination 
is to be made of the company as of December 31, i926, 
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there will be one semi-annual premium deferred, namely, 


the premium which is due the following June. 


faking December 31 as the date for the examination 
of the company, we can multiply examples after examples 
showing when and how are premiums regarded as being de- 
PO On any policy with semi-anmual premiuns, 
issued vefore July, there is no deferred premium, be- 
cause the premiums for the entire policy year will have 
become due before the time of the examination. A policy, 
however, which is issued July of that year, will have 
its second installment due in January of the next year, 
and consequently there will be one semi-annual premium 
deferred. In the sane way: @ policy which is issued in 
the month of January, February, or March on a quarterly 
basis has no deferred premium, because all quarterly in- 
stallments become due before the date of the examination, 


December 31; but a policy issued during October, November, 


or December will have three quarterly premiums deferred. 


fhe Insurance Law of New York is virtually silent 
on the subject of unpaid and deferred premiunxs of life 
insurance companies. Nevertheless, a policy may have 


36 
For a full discussion of the manner in which 


deferred premiums are computed, see S. H. Wolfe's 
tables and explanation in his book, "The Examination 
of Insurance Companies," pp. 57-60. 
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credits for both these items. It is proper to allow 
them as credits, for the caleulation of the reserve 

is based upon the assumption that all of the premiums 
are paid et the beginning of the policy years. But 
inasmuch as the reserve is computed upon the net premium 
besis, we should deduct the element of loading from 

the umcollected and deferred premiums. This will place 


the asset which we allow as an offset upon the same basis. 


Generally assets in the form of unpaid and deferred 
premiums are insignificant in character. Too large a 
pevesu bane of this item will indicate a marked weakness 
from the asset standpoint. As a consequence, such un~ 
paid and deferred premiums represent but two per cent 


of the total assets of life insurance companies today. 


VIII. Collateral Loans 


Among the other assets of life insurance company 
&re collateral loans, These are loans made to an in- 
dividual, a firm, or a corporation upon its note secured 
by the deposit of certain collateral, which may consist 
of bonds, stoeks, or mortgages, 


Generally speaking, collateral loans are not favored 


by statute. For, as a form of investment, they really 
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belong more properly to banking institutions than to 
insurance companies. A life insurance company, like other 
insurance institutions, should not be burdened with the 
nbeonsity of looking after the securities which have 

been pledged as a security for the loan. They may have 
such constantly fluctuating prices that the company must 
keep in constant touch with the security market in order 
to ascertain their worth and safeguard its financial 


position. 


It is but natural that the Insurance Law of liew 


York prohibits the making of any loans by domestic life 
insurance companies upon any kind of collateral in which 
they would not invest their funds, The provision re- 
lating to the investment of life insurance funds in 
stocks as above discussed applies with equal force to the 
making of loans whose security is in the nature of stocks. 
fo reiterate, let us quote again section i100 of the In- 

31 
surance Law of New York, 

No domestic life insurance corporation, whether 
incorporated by special act or under a general law, 
shall invest in or loan upon any shares of stock of 
any corporation, other than a municipel corporation, 
nor, excepting government, state or municipal secu- 


rities, shall it invest in, or loan upon, any bonds 
or obligations which shall not be secured by adequate 
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collateral security wr where more than one-third of 
the total value of the collateral security therefor 
shall consist of shares of stock. 

The fact to be noticed in this provision is the ex- 
pression "or loan upon" following the words "invest in.” 
fhe reason for such regulation of collateral loans is 
not difficult to see. For, should the borrower fail to 
pay his note upon its due date, the company would have 
to fall back on the collateral in satisfaction of its 
.leans to the borrower, Inasnuch as the risk of stock in- 
vestments is ever present, we can readily see the un- 
desirability of making loans whose collateral securities 


are in the form of stocks, 


On the vuther hand, whatever security is permitted 
for the investment of funds by life insurance companies 
is also recognized as good collateral for the making of 
loans. In fact, some of the regulations regarding the 
investment of life insurance funds contain such words 
as ",.,..may be invested in or loaned on...." The pro- 
vision prescribing the investment of the residual capit-. 
al and surplus funds of insurance companies is a case 


38 
in point, It states as follows, 


The residue of the capital and the surplus money 
and funds of every domestic insurance corporation over 
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and above its capital and the deposit that it may be 
required to make with the superintendent, may be in- 
vested in or loaned on the pledge of any of the secu- 
rities in which deposits are required to be invested | 
or in the public stocks or bonds of any one of the 
United States, or in bonds and mortgages on improved 
unencumbered real property in this state worth fifty 
per centum more than the amount loaned thereon, or 
except as in this chapter otherwise provided, in the 
stocks, bonds or other evidence of indebtedness of 
any solvent institution incorporated under the laws 
of the United States or of any state thereof, or in 
such real estate as it is authorized by this chapter 
to hold. 


It is umnecessary to enumerate all the securities 
in which eollateral loans may, or may not, be made, The 


two extracts cited above from the Insurance Law of New 


York will suffice to bring home the point involved. 
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Chapter VII 


RECENT STATUS OF LIFE INSURANCE INVESTMENTS 


In the preceding chapters, we have made in gen- 
eral a survey of the past statutory regulations of the 
investments of life insurance companies, and in parti- 
cular an analysis of the present legislation and the 
character of such investments as they exist today. In 
order to appreciate more fully the efficacy of legisla- 
tion upon the life insurance business so far, it is 
necessary to turn to a discussion of the recent status 
of investments of life insurance companies in the light 
of investment earnings, investment costs, and the gen~ 
eral tendencies of the growth and development of such 


investments. 


I. Investment Earnings 


The investment earnings or the rates of interest 
earned on money invested in securities or Other chan- 
nels constitute one of the most important subjects:in 
the life insurance business, The investment of the 
mammoth funds of life insurance companies would not 


have attained such supreme importance and claimed such 


Ph, 
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zealous attention on the part of the companies them- 
selves or of the public if it were not for the amount 

of compensation--the interest or dividend earnings-- 
obtainable from such investments. Every party concerned 
is directly or indirectly interested in seeing that the 
investment earnings of life insurance companies are not 
only reasonable but also remunerative: the company, be- 
cause its success in the transaction of its business on 
@® sound financial standing is at stake; the policyholders, 
because their equity is dependent upon the success of 
the company; and the financial world at large, because 
there exists a closely-knit relationship between the 


different units of the financial structure. 


Phe importance of investment earnings grew with the 
development of the insurance business. When life in- 
surance was first written in this country, term insurance 
constituted the prevailing form of policy contract. With 
it, the rate of interest was not a prime factor, because 
the policy ters under the contract was of short duration, 
and the small amount of money held i the company on 
account of it, was retained only for a short period of 
time. With the appearance of life payment policies, the 
ees of such policies was affected materially by the 
rate of interest, but still the average rate of interest 
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was not so important as it is at present. With the 
advent of endowment and iimited payment policies which 
involved a large element of investment, the rate of 
interest became one of the essential factors in the cost 
of such policies, Companies of today must exercise care 
and caution in handling their investments, so that they 
will not only ‘aici to meet their obligations when 
the policies mature, but also to earn a fairly good rate 


of returns 


Let us now examine briefly the investment earnings 
of American life insurance companies as regards, (1) 
the rate of interest assumed, and (2) the actual interest 


earnec,. 


As we understand, in the calculation of premiums 
for life insurance policies, a certain rate of interest 
is assumed at which a company is able to earn on the 
funds under its control, Yo guarantee the assumption 
of @ conservatively low rate, state statutes have pres- 
oribed maximum rates for valuation BE As early 
as 1657 the State of Massachusetts passed a law requiring 
companies to assume a rate of 4 per cent && & basis for 
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For a detailed @iscussion of the assumed rates 
of interest as prescribed by the different states, see 
W. F. Gephart, "Principles of Insurance," pp. 215-9. 
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computing their reserves. By 1862, eleven of the seven- 
teen companies operating on a level premium plan were on 
a 4 per cent basis, three on a 5 per cent basis and one 
ong a 6 per cent basis. The high rates of interest as- 
sumed were due to the high interest rates of the Civil 
War Period. After 1573 there was a decided tendency to 
assume a 4 per cent basis on account of the hard times 
of this period. Before the opening of the nineteenth 
cantury, however, there was no state which required a 
3s per cent basis, although at the present time prac- 
tically all business is written on either a 33 per cent 
or 3 per cent basis. An investigation of a number of 
companies as reported in the Insurance Year Book selected 
at random will show that most companies have adopted 


3 per cent as a basis for computing their premium rates. 


furning to the history of the actual rates of in- 
vestment eg we find that in 1859 seven level 
premium companies were actuglly earning a rate of from 
5.4 to 6.4 per cent. The rates during 1860 to 1670, 
the Civil War Period, were the highest of any decade 
in the history of insurance. Eleven companies earned 
above 10 per cent, seven between 9 and i0 per cent, 


thirty-seven between 7 and 8 per cent, and forty between 


40 
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6 and 7 per cent. The average earning of all companies 
from 1870 to 1580 was above 6) per cent, despite the 
hard times of the period and the failure of many com- 
panies. After 1080, the decline in average earnings 
began and no company maintained a level earning of 6 

per cent. From the years 1899 to 1908 inelusive, the 
average rate of interest earned by twenty-five leading 
companies was 4.68 per cent. Since then, there has been 
a tendency to increase slightly, but on the whole the 
average has been less than 5 per cent since the late 
nineties. The average rate of interest earned on mean 
invested funds by seventy-one life insurance companies 
was 4,79 per cent from 1909 to 1913, 4.89 per cent fron 
1914 to 1918, and 5.19 per cent from 1919 to 1923, or an 
average of 4,95 per cent few the two decades prior to 
1924. | 


The history of the rate of interest assumed and the 
rate actually earned by life insurance companies serves 
to show that they obtain on an average very s&tisfactory 
interest returns on their funds. Whereas in former years 
the assumed rate of interest was high and the rate ac- 
tually earned was also high, at the present time, the 


assumed rate is low and the rate actually earned is also 


41 
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low. There has been almot always a difference of from 
one to two per cent between the rate assumed and the 
rate actually earned. That is what should be expected, 
for the assumed rate is the minimum rate which the com- 
panies guarantee will earn on the funds under their con- 
trol. If they diversify their investments without de- 
parting from the principles governing them, the rate 


they actually earn will naturally exceed the rate assumed. 


So far we have been discussing investment earnings 
from the viewpoint of the rate of interest earned on the 
invested assets as a whole. WNo¥ attempt has been made 
to ascertain the earnings on specific investments, for 
it would entail too lengthy @ discussion than the space 
here will provide. Suffice it to say, the aggregate 
figures for the combined assets of the life insurance 
companies show that on the average the returns from in- 


vestments have been fairly constant. 


II. Investment Costs 


It would be illuminating, however, to find out the 
amount of investment e#rnings that the companies have 
been able to net on their investments. Before doing so, 
we must first ascertain the costs or expenses which must 


be defrayed in the making of investments. 
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At the outset, we should determine the part of the 
financial statement of life insurance company to which 
the investment expenses should be allocated. Insurance 
men are all in unison that such expenses are excluded 
from loading. Our knowledge of the gross premium is 
that it consists of two parts: the net premium, or that 
portion of the premium which takes care of policy claims; 
and the loading, or that portion of the premium which 
provides for expenses, The losding covers expenses in- 
curred in writing and savine for insurance policies, 
such as acquisition expenses, advertising costs, medical 
examiners' fees, renewal expenses, home office expenses, 


taxes, etc. 


In view of thetr exeluston from loading, investment 
expenses are allocated to the gross earnings from invest- 
ments. It is not customary to consider all gross earn- 
ings as earned, and to distribute all such earnings as 
the management Sees fit. Instead, investment expenses 
are deducted from gross investment earnings or gross 
income from investments. This practice is true in the 


United States as well as in most countries. 


In an analysis of investment expenses, we find that 
they are composed of several factors, chief among which 
are the cost of making, handling and protecting invest- 
ments, bad debts resulting from such investments, losses 
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over gains arising from unprofitable investments, and 
taxes and repairs on ERE Poon 

faking these factors as a whole, it might be said 
that the investment expenses are gainly devoted to the 
care and investment of assets, including necessarily 
incidental losses and taxes and repairs on real estate. 
As was urged, the expenses of officers and clerks em- 
ployed in this branch of business should be provided for, 
and should be met out of the gross interest and rents 
earned on totel assets, by assuming a lower rate of in- 
terest for computing net premiums and rece. For 
instance, if 3 per cent is the maximum gross rate which 
ean be safely relied upon during a long period, say, 
twenty or thirty years, the net rate used should be 
about 3 per cent. ‘Thus it will leave a margin of § per 
cent for the defrayal of the various items included 
under investment expenses, It was further argued that 
actuaries are a unit as to the appropriateness of such 


an arrangement. 


Investment expenses vary with the amount of the 
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W. D. Whiting, "Provision for Expenses,” in L. W. 
Zartman's "Yale Readings in Insurmnece," (Life), pp. 177. 
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total assets. It is estimated that the amount of in- 
vestment expenses paid by life insurance companies on 
their investments represents approximately one-half of 
one per cent on assets per year, although in some cases 
it may be above or below this rate, Taking the state 

of New York as an illustration, we find that thirty- 
eight companies (15 New York State companies and 23 com- 
panies of other states doing business in the State of 
New York) reporting to the Insurance Department of that 
state show an aggregate investment expense of $29,279,142 
for the year ended December 31, nae The amount of 
interest earned totaled $445,182,755, thus leaving a net 
income from interest to the amount of $415,903,613. As 
the interest required to maintain the reserve is valued 
at $257,150,905, the gain from interest and rent is in 
fact $158,752,705. The aggregate assets for the same 
companies amounted to $9,007,769,626. The investment 
expenses, therefore, constituted about one-third of one 
per cent of the total assets. A closer serutiny of 

the New York Life Insurance Report will reveal that these 
companies reported a total gain from investments of 
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Complete data for the United States as a whole 
‘were not available. The figures quoted here and those 
following were tkken from the "Sixty-sixth Annual Re- 
port of the Superintendent of Insurance, State of New 
York," 1925, pp. XLII. 
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$46,290,150, and a total loss from investments of 


$15,653,655, leaving a net gain from investments of 
$52,637,495. 


The figures, though representative of conditions 
in the State of New York, are nevertheless typical of 
the companies in the United States as a whole. Regard- 
less of absoluée figures pertaining to the investment 
earnings and investment costs, the ratio of investment 
expenses to the total assets of life insurance companies 
is approximately correct; that is, it remains appromin- 


ately cnnstant at one-half of one per cent, 


III. Recent Tendencies of the Growth 
and Development of Investments 
Having discussed the investment earnings and invest- 
ment costs of life insurance companies, we may now note 
some of the recent tendencies of the growth and develop- 
ment of the investments of these companies. In Chapter 
IV., where the historical development of statutory regu- 
lations is treated, we referred to the extent of life 
insurance investments up to the first decade of the 
present century. We shall now trace briefly the growth 
of the investments since the beginning of the second 
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decade until the close of the last es 

The explanation is based upon the aggregate records 
of 52 leading life insurance companies which contributed 
their investment data to the Association of Life Insur- 
ance Presidents. These companies hold 93 per cent of 
the total funds of all the companies in the United States, 
and the figures which follow cover the period from iJ1i 
to September 50, 1925. 


For purposes of iliustration, the following two 
charts are reproduced here. (See next two pages.) ‘The 
top line in Chart I represents the total funds of the 
52 companies under consideration, showing the growth 
from $3,681,260,000 to $10,381,108,000 from the year 
1911 to 1925. Chart II attempts to show the variations 
in the proportions of the different kinds of investments, 


furning to Chart Ii then, the first item is desig- 
nated as "ali other admitted assets." It includes col- 
‘lateral loans, cash, and other investments comprising 
all non-classified matter. As a whole, this item has 
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The information is taken largely from the 

address, "The Response of the Life Insurance Compan- 
dies to the Nation's Demand for Funds" by iir. Robert 
W. Huntington, President of Connecticut Generel Life 
Insurance Company, made before the nineteenth annual 
meeting of fhe Association of Life Insurance Presi- 
dents in New York, December 5-4, 1725. 
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veriéd little in proportionate amounts for the fourteen 
years, the ratio changing from 4.4% in 191i to 5.2% on 
September 30,1925. Collateral loans started with 
$12,483,600 and ended at $13,576,000; cash increased 
from $59,737,000 to $116,492,000, but decreased in pro- 
portion from 1.5% to 1.1% of the total assets; and the 
rest went up from $98,494,000 to $403,068,000, an in- 
crease of from 2.6% to 4%, The important point to be 
noticed is that the tendency of late years seems to be 


to carry proportionately less cash than was formerly. 


Real estate increased absolutely from $151, 962,000 
'*o $186,058,000, but decreased relatively from 5.9% to 
1.8% of the whole for the years 1911 and 1925 respect- 
ively. By far the greater part of this investment is in 
office buildings for the company's use, the remainder 
peing wostly in the form of foreclosed properties. This 
is in line with the legal restrictions on real estate 
holdings. 


Likewise premium notes and policy loans ascended 
in actual amount from $505,610,000 to $1,271,060,000, 
put fell in percentage Pro 13% to 12.2%, The percent- 
age is out of the direct control of the companies, and 
may be expected to decrease when money is easy {and vice 


versa). 
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fhe remainder of the assets are tivided into two 
great classes--bonds and stocks, and nortgage loans. 
In the former category, railroad bonds and Stocks are 
by far the most important. They started in 1911 with 
$1,3035,537,000, or 35,78 of the total assets, and have 
gone up in amounts but. decreased on celative importance 
until on September 30,1925 they amounted to $2,194,932,006 
or 21.1% of the total investments. The growth has been 
in keeping with the development of the railroad industry 
of this country, but the relative decrease may be due to 
a multiplicity of causes, among which are the decreasing 


ratio of new railroad construction and the increasing 


demand for funds by other industries needing development, 


As to the various kinds of government bonds, the 
amount of United States government bonds at the beginning 
of the period was negligible. It stood, however, at 
$652,313,000 or 6.3% of the total in 1925, although a 
high amount of $706,063,000 was reached in 1917 and of 
'$821,003,0C0 in 1922, It shows how promptly the life 
insurance companies repponded to the demand of the coun- 
try for funds to carry on the war, On the other hand, 
the amount of state, county, and municipal bonds de- 
creased from 4% to 3.2% of the total, while foreign govern- 
ment bonds from 1.6% to 4/10 of 1%. 
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"Other bonds and stocks" had increased both in 
actual and relative amounts, the figures being $202, 
652,000 and $712,195,000, and the percentages 5.2% and 
6.9% respectively for 1911 and 1925, Of this amount, 
$566,421,006 was in the securities of public utilities, 
the investment in which has increased 118% in the space 
of two and three quarter years, The funds so advanced 
are used to finance telephone, telegraph, gas, electrre 
power, water, and other public utility companies eon- 


tributing to the recent phases of American progress. 


The bonds and stocks comprise at the present time 
40.2% of the toéal, coupared with the high of 47% of 
the total fourteen years ago. While mortgages represent 
40.6% of the total in 1925, in contrast with the 31.7% 
of 1911. Farm loans started with $430,666,000 or 11.1% 
of the whole, compared gith $797,473,000 of city loans 
or 20.6% of the whole. At the close of September, 1925, 
the former reached as high as $1,871,056,000 or 15%, 
while the latter $2,346,674,000, or 22.6%. Loans on 
e@ity property have more than doubled in less than five 
years, which fact reflects clearly the recent construc- 
tion programs relieving the housing shortage and caring 
for business expansion. Life insurance companies have 


met the demand by the cities for money to complete their 
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building projetts, which had been held up by the war. 


fo sum up the recent tendencies of the growth and 
development of life insurance investments, I ean do no 
better than to quote the words of R. W. Hangtington, 


agmatine Mey: the Connecticut General Life Insurance 
4 
Company: 


Public utility securities and city mortgage 
loans show the largest increases in this year's 
(1925) investments of life insurance funds...., 
while holdings in governsent and municipal bonds 
are now on the decrease, revealing the trend to 
other types of investment. Loans to policyholders 
are still increasing in amount but have shown a 
steady reduction since 1921 in the percentage of 
total investments of the companies, and indicate 

improvements in the economie status of policy- 
holders. Farm mortgages and railroad bonds are 
increasing in amounts but not so rapidly as other 
holdings of the life companies and both of these 
@lasses now show decreases in the percentage of 
total life insurance investments. 
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Chapter VIII. 


SUMMARY AND CONCLUSION 


I. Resume 


In this thesis, the writer has attempted to dis- 
cuss one of the most important phases of the life in- 
surance business--the investment of life insurance funds. 
fhe subject merits inten@ive consideration, because of 
the enormous magnitude of funds in the possession of 
life insurance conpanies. The investment of such funds 
is a matter of serious concern, not only to the com- 
panies themselves, but also to the insuring public and 
the financial world at tare. The object of the business 
of life insurance is by no means confined to the mere 
Vision of dollars and wante, but oetenke beyond to the 
noble ideal of service to mankind. 


There are certain primary principles which should 
‘be observed by companies in making their investments, 
if their integrity is to be safeguarded and the equity 
of the policyholders to be protected, The encroach- 
went of legislation upon this field, as in many other 
forms of business activities, was largely the result 


of the growth of apuses which tended to jeopardize the 
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sefety of companies and to threaten the welfare of the 
public. 


fhe institution of life insurance is little un- 
derstood by the rank and file, although it has been in 
existence for many years. In regard to the equities of 
the business, the public is helpless; and in respect 
to ® quick test of solvency, it has no power whatever. 
4 : 
As L. W. Zartman states it: 

‘In most business a wrong step shows imnediate 
effect and compels an immediate correction, but in 
Life insuranee a fatal error may be made and yet 
no signs of it appear for yoars so far as ability 
to pay present claims is concerned. On these con- 
siderations, it seems evident that the influence 
on the part of the government in insurance affairs 
is not only justifiable, but that it is a matter 
of duty. 

fhe enactment of legislation in the middle of the 
nineteenth century resulted not so much from the fact 
thet it foresaw abuses that might arise as from the 
fact that it aimed to prevent a repetition of offenses 
‘already committed, State after stake left the business 
untrameeled until abuses became serious, and the legis- 
lative bodies began to conceive the idea that the evils 


could be eliminated by regulating investments. 


47 
L. W. Zartman, "The Investments of Life Insur- 
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So for more than half a century the states have 
been trying to reguliaté the business of life insurance. 
Up to the close of the first decade of the twentieth 
century, the evolution of the different bodies of state 
statutes has been a gradual and complicated one, It 
was said that before 1905 the State of New York had seen 
fit to amend her law regulating investments twenty-one 
Siieia Usually the regulations have simply restricted 
investments to certain classes cf securities. Many at- 
tempts have been made, however, whereby the territorial 
limits whthin which the investments must be made were 
prescribed, Some laws compelled investments to be made 
in certain localities, particulerly in the state in which 
the companies had their domicile, This type of legis- 
lation was inspired by selfish motives, the idea being 
to help out the commercial interests of the state enect- 
ing such legislation. The Robertson bill of 1707 in 
the State of loon for instance, is an extreme exam- 
ple of state regulation of investments typical of the 
motives behind it. 


The present legislation in the United States,using 


48 
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New York State as a typical illustration, has demons- 
trated a more and more liberal tendency on the part of 
the state in the regulation of the investments of life 
insurance companies. State boundaries have been over- 
stepped, and on the whole, the tendency has been to al- 


low companies a much wider field of investment. 


II. Results and Achievements 


Now, how much of all this legislation is sound and 
efficient; how much of it is unsound and inefficient? 
How much of it is in the right path and has accomplished 
and will aceomplish good results; how much of it is in 
the wrong track and has caused and will cause serious 
injury? These are questions of paramount importance 
which confront every one affected with an in¥erest in 
the business of life insurance--the insurance companies, 


the publie, and the state. 


We have repeatedly dwelt upon the necessity for 
state regulation of the investments of life insurance 
companies in this country, and we have further noticed 
that such regulation has had two objects in view: (1) 
the securing of publicity, and (2) the securing of in- 
vestments of assets in certain classes of safe securi- 


ties. 
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Publicity of the investments has not secured as 
great results as might have been expected. One reason 
might be that the published annual reports have not 
always been a true index of the companies’ condition. 
Although the fault lies primarily with the companics 
and the state, the apathetic public should Bhare a part 
of the blame, inasmuch as it has shifted all obligations 
to the state to see that the companies are under sound 
management and in accordance with sound insurance prin- 
ciples. The other reason is found in the fact that the 
possession of an enormous amount of assets by the com- 
panies speaks for the difficulty of interpreting the 
same fully and adequately to the public. A list of the 
stocks and bonds owned by a company can be printed and 
the publie can examine it for itself, As to other items 
of a financial statement, such as mortgage loans, the 
published report can give little idea of the real value 
of the investment. The state should assume greater res- 
ponsibility in seeing that all parts of the assets are 
secure. The New York Superintendent of Insurance may 
now investigate the security or value of property on 
which mortgage loans are placed. Undoubtedly the same 


may be practiced by other states. 


The other object of legal regulation has been to 
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secure safety of the assets by limiting the power of 
the companies in the investment field. It is indeed 
difficult to learn the effect of legislation defining 
legal investments. There have been wholesome as well 
as pernicious effects. They were enacted to prevent a 
recurrence of abuses already committed, but evils have 
not been found wanting after their passage, In states 
where the most rigid legislation is enforced, companies 
have lost money on investments in unsafe securities, 
) On the other hand, legislature has gone a long way 
towards retarding detrimental influences, strengthening 
the equity of companies, and enabling them to secure 


fairly constant investment earnings. 


III. Suggestions 


There are some who assert that the liberality of 
legislation really accounts for its imperfections, and 
that much of the abuses still existing would be removed, 
‘if the states would specify certain securities in which 
the companies could savenk. instead of prescribing cer- 


tain gener&l classes of securities. 


Such kind of law would greatly restrict the field 


of investments by life insurance companies, The best 
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that the government can do is to lay down some general 
types of inwestments rather than to prescribe specific 
securities in which life insurance companies must invest 
their funds. To quote a passage from tise article, 
"Regulating the Investments of Insurance Companies" from 
the eteles 


It is guite proper that the law making power 
should carefully regulate the financial operations 
of insurance companies, for they are trustees for 
the people, and they should be inspected and regu- 
lated by law like trustees under a will. They 
should be told that they must invest the funds in- 
trusted to their charge only in certain kinds of 
securities and financial operations. But this is 
so far as the legislature should go. If the legis- 
lature attempts to say, "you must put so much of 
your trust funds in this kind of a security and so 
uch in thét kind ef a security," the legislature 
then supplants the trustee and become sole trustee 
itself, It is not the fumetion of the legislature 

to determine the details of such investments. No 
legislature has the time sr capacity for such work. 
Its function should be regulatory and investigatory 
only... He can only say to the trustees of insur- 
anee companies, “you must be honest and open; your 
investments when inspeeted must prove to be sound; 
and you must not use ghe funds of your beneficiaries 
in speculative purposes; therefore, there are cer- 
tain classes of investments to which we limit you, 
but within those classes you are to use your own 
best judgment as to the character, the amount, and 
the location of the investment. 


In fact, there are good reasons to believe all 
legal regulation of the investments should be removed, 
as suggested by some writers, and more freedom granted 


50 ; 
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to the companies in making their investments. 


In the first place, "a limitation of the investment 
field will not necessarily bring safety, and it involves 
a reduction in the earning power of the dite It 
should be realized that there is no class of investments 
of which all in the class are good, and that there are 
powr and unsafe investments in every field. The best 
stocks are better than many bonds. Mortgage loans have 
been used for speculative purposes. There are good 
securities in all classes, which should not be lost 
sight of by companies when making their investments. 

If they are confined to certain classes of securities, 
they may be compelled to purehase poorer securities in 
those classes instead of getting the best in other class- 
es. Moreover, the competition for the particular classes 
will be so keen as to drive the rate of interest down. 

It would make insurance more expensive to the public, 

a condition hardly desirable. The history of life in- 
'gurance investments shows that the wise manager of in- 
surance funds will scatter his investments. This can- 


not be done if the states restrict investments narrowly 


to certain classes. 


In many respects, legal regulations of the life 
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insurance business is ineffective to prevent abuses, 
and to that extent, as is argued, the laxity of state 
regulation is highly desired. It might be possible to 
pass an act allowing companies to invest their tem- 
porarily idle funds by buying bills, that is,bank ae- 
ceptances. The Wall Street Journal of December 3, 1925, 
in a commanding article described the movement to the 


following effect: 


In an effort to broaden still further the Amer- 
ican bill market, a movement is under way to empower 
insurance companies operating in this state (New 
York) to invest in bankers' acceptances. In the law 
no provision is gade to this end, although bankers 
maintain this kind of investment would afford a pro- 
fiteble return on temporarily idle funds of these 
companies. It is proposed to have an enabling act 
passed at Albany.... The risk, of course, is no 
greater than any ordinary deposit risk, and there is 

-me reason why the acceptances of any bank should not 
be purchased for short time investment of funds whose 
standing is such that the purchaser would be justi- 
fied in using such bank as a depositary. 


A law as is now contemplated would not require 
insurance companies to invest their funds in bankers' 
acceptances under any circumstances, but would merely 
put them in a position to de so whenever it was dis- 
tinetly to their advantage in the opinion of their 
own managements to make such investments..... They 
would not, therefore, need to change their policy 
of investment in any particular, unless their study 
of the acceptance markets should lead them to see an 
advantage in doing so. There would seem to be no 
reason, therefore, why the insurance companies then- 
selves should object to the passage of an enabling 
act, as they would have everything to gain and nothing 
to lose. 
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Whether the measure will receive the endorsement 
of the state government or not, the plan reveals the , 
flexibility of legislation by which life insurance in- 


vestments may be governed. 


Undoubtedly the repeal of the existing law regu- 
lating investments as advocated by some writers is in- 
deed a radical measure. Our legal statutes governing 
the investments of life insurance companies have had an 
existence of more than half century. The fact that our 
life insurance companies--our legal reserve companies--~ 
heave attained such & remarkable record of success for 
the past decades, vying, if not surpassing, other finan- 
cial institutions in stremeth end supremacy augurs highly 
of every justification in the preservation of the legal 
regulations hitherto existing, Our problem ig not to 
destroy the results of our years of effort in attempting 
to regulate the business, but to preserve it and to per- 
fect it. If we are ever to have a comprehensive solu- 
| tion of the problem of legal regulation of the insurance 
business in this country, it will have to come through 
the cooperation of not only the state, but also of the 
companies seimonkves and the public at large. Each party 
must do its share, and assume fits rightful responsibility. 


. 
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There should be a more efficient organization by 
the states of their supervisory departments of insur-_ 
ance, On the one hand, more laxity should be shown by 
legislation towards the regulation of life insurance 
investments. On the other hand, more strict and close 
supervision of the conditions and reports of companies 
should be enforced. State officials must be secured 
who are able and courageous enough to investigate the 
. true status of the companies, and having once accumu- 
lated the facts, the state should make them common pro- 


perty so that an intelligent opinion can be formed, 


The public likewise should be conscious of the 
nature and practice of the business of life insurance. 
Instead of being lulled to sleep and placing complete 
dependence upon state supervision, it should take a 
lively interest in the affairs of the conpanies tran- 
sacting such business, They must not get the false im- 
pression that tieir interests are safeguarded when in 
“fact they are not. If a company is engaged in stock 
epeculation, or in the promotion of new enterprises, or 
in the underwriting of securities, or in any way con- 
ducting transactions detrimental to the interest of the 
company, the public must know it and thepresent and 
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prospective policyholders must find an explanation for 
it. They must ever bear in mind that the institution 
of insurance is their benefactor, and that, like other 
kinds of beneficiaries, they should have an interest 
in the affairs of those which exist for their benefit, 


Finally, the responsibility of securing sound and 
efficient investments falls upon the companies then- 
selves, since their own interest is at stake. The offi- 
gers of such Companies gust not entertain the notion 
that they have done their duty to the investments when 
they have not stepped out the boundaries set for them 
by law, when in fact they could have done much better 
toward getting safer ana nore remunerative investments. 
Very often, the fault lies not with ihe investments, 
but with the management controlling the assets. With 
the greater freedom of investment should come changes 
in the methods of menagement of the companies. The 
management should see to it that the huge assets of the 
company are placed under the control of the right fune- 
tionary. If a right sense of responsibility is intel- 
ligently applied end carried out, the question of legal 
enactment may be subsidiary. If the state fulfills its 
duty in finding out precisely what the management of a 
company is doing and in publishing the facts which it 
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learns, and if the polieyholders have registered their 
interest and found an easy and effective method of ex- 
pressing their will to bring pressure to bear on the 3 
companies, most officers of insurance companies would 
be deterred from mismanagement. Let every affected 
interest cooperate to uplift the business of life in- 
surance so that it will not only maintain the gosition 
which it has enjoyed, but also attain a higher plane of 
supremacy in the whirlpool of the financial world, 


It is certainly the pride of life insurance con- 
panies not only to respond promptly to the nation's 
demand for funds by way of extensive investments, but 
also to supply the needs of the country at the right 
time and in the right place. During the war when much 
construction work in the city was impractieable, the 
companies reduced their city loans and turned their 
attention to farm mortgages. Since the war, wen the 
building programs were commenced, they reverted their 
‘investments, end placed their funds heavily in city loans. 
Likewise in the railroad development of the country, the 
companies furnished the money when it was most needed. 

So it is with the public utilities at the present. What- 
ever changes may come in the future economical develop- 


ment of the country, they will be easily assimilated, 
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because the life insurance funds, contributed in small 
mites by millions of policyholders, will be ready to 
meet the needs at all times. 


How much of the statutory regulation has affected 
the actual investments of life insurance companies it 
is difficult to state. But the cooperation of every 
interest concerned--the state, the public, and the com- 
panies themselves--will incontrovertibiy direct the flow 
of the investment of life insurance funds to those chan- 
nels that will yield the maximum return to the companies 
and redound to the greatest benefit of the country. 
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